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For the past several years we have 
published in our December issue many 


il 


of the outstanding papers presented at 
the Federal Tax Conference sponsored 
by the University of Chicago. The 
next issue will contain as many of the 
papers which are to be presented at 
the fourth annual conference as space 
will permit. Some of these papers will 
review important legislative, judicial | 
and administrative tax acts of the past 
year. Other papers will cover estate 
and gift tax planning, the Excess Profits 
Tax Act and tax problems of investors. 
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Acq. and Non-acq. 


Ordinary and Necessary 
Business Expenses 
Sir: 

The article in the September, 1951 issue 
of TAXEs in which Mr. Johnson discusses 
the Nora Payne Hill case (“Deducting Sum- 
mer-School Expenses,” page 749) is extremely 
interesting but somewhat disappointing in 
that the discussion is restricted to the ap- 
plication of the decision to instances in 
which the taxpayer is an educator and is 
acting under the type of compulsion which 
affected Miss Hill. It seems to me that 
the theory of the court in that case is broad 
enough to open the way for similar deci- 
sions affecting taxpayers in all 
professional activity. 

At the present 
of Internal 
ductions 


lines of 


time the Commissioner 
Revenue refuses to allow de- 
for expenses resulting from at- 
tendance at educational courses to be taken 
by iaxpayers engaged in professional ac- 
tivities. Apparently this is on the theory 
that amounts paid in connection wth the 
acquisition of an education are in the nature 
of capital expenditures rather than “ordi- 
nary and necessary” business expenses. The 
reasonableness of this may be conceded where 
the education is a prerequisite to obtaining a 
license to practice the particular profession. 
On the other hand, there seems,to be no 
logical reason for applying this theory in 
a case where the taxpayer has already ac- 
quired the right to practice his profession 
and is actively engaged in it, since in cases 
of this sort, the educational lectures or 
courses are attended for the purpose of en- 
abling the taxpayer to maintain his ability 
as a practitioner by keeping abreast of the 
latest developments. 

In any profession the rules of the game 
are constantly changing as a result of 
changes in laws, regulations and judicial 
decisions, to say nothing of mechanical and 
economical changes in living conditions. As 
a result, the professional practitioner who 
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wishes to maintain his practice must man- 
age to keep abreast of these developments 
or lose his practice through inability to 
provide his clients with the services they 
are entitled to. This applies equally to doc- 
tors, lawyers, accountants and members of 
other recognized professions, and the neces- 
sity is just as great in the case of each 
as in the case of the school teacher who 
is required by law to give evidence of 
ability through an examination or submis- 
sion of a record of attendance at an educa- 
tional course. Certainly the many accountants 
and attorneys who are employed by the 
Bureau of Internal Revenue should be well 
aware of this, since the subject of taxation 
provides one of the best possible examples 
of a field of activity in which constant study 
is necessary to prevent an individual’s edu- 
cation from becoming outmoded. 

Apparently the Commissioner recognizes 
the need for continuing education to the 
extent of allowing as “ordinary and neces- 
sary” business expenses subscriptions to 
professional periodicals and expenses in- 
curred in attending conventions. The dis- 
tinction made in cases of expenses incurred 
in attending “refresher” educational courses 
seems quite arbitrary. 

It is common knowledge that some indi- 
viduals are “eye-minded” and acquire 
knowledge most readily through reading, 
while others are “ear-minded” and acquire 
knowledge more readily through listening 
to oral discussions. In meeting the ‘con- 
tention of the Tax Court that it should 
not assume that teachers ordinarily attended 
summer school in meeting the requirements 
of the state law, the circuit court of appeals 
in the Hill case declares: 

“As to the first of these statements, we 
think it quite unreasonable to require a statis- 
tical showing by taxpayer of the compara- 
tive number of Virginia teachers who elect, 
for a renewal of their certificates, the ac- 
quisition of college credits rather than the 


(Continued on page 874) 
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Tax-Wise 


Meetings of Tax Men 
Alabama Federal Tax Clinic.—The Fifth 


Annual Federal Tax Clinic sponsored jointly 
by the Alabama Society of Certified Public 
Accountants and the School of Commerce 
and Business Administration of the Uni- 
versity of Alabama will meet at Tuscaloosa 
on November 19. Robert S. Holzman of 
New York City will be the banquet speaker, 
and formal papers will be presented dealing 


with problems relating to life insurance and 


annuities, closely held corporations, the 
estate tax and the excess profits tax. 


Idaho Tax Conference.—The Third An- 
nual Idaho Tax Conference, sponsored by 
the Idaho Association of Public Account- 
ants, will be held December 3, 4 and 5 at 
the Boise Junior College in Boise, Idaho. 
Among the speakers will be Mr. Jacob Rab- 
kin of New York City and Mr. Addison B. 
Clohosey of Washington, D. C. 


Institute on Oil and Gas and Taxation.— 
The Third Annual Institute on the Law of 
Oil and Gas and Taxation will be held 
January 17, 18 and 19, 1952, and will con- 
centrate on the subject of unit agreements 
and unit operations. Detailed information 
may be obtained from the Southwestern 
Legal Foundation, Hillcrest at Daniels, 
Dallas 5, Texas. 

Tax Executives Institute, Inc., Syracuse 
Chapter.—The November 7 meeting of the 
Syracuse Chapter of Tax Executives Insti- 
tute, Inc., will hear Mr. Joseph Shaw speak 
on an “Explanation of The Huges-Brees 
Merit Rating for Unemployment Insurance 
Purposes in New York State.” 


Tulane University— Tulane University’s 
First Annual Institute on Taxation will be 
conducted November 19, 20 and 21 at the 
St. Charles Hotel in New Orleans. Special 
features will be sessions on oil and gas tax 
problems, excess profits taxes and federal 
estate and gift taxes. 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


Marquette University.—A four-day insti- 
tute on federal and state gift, inheritance, 
real estate, income and business taxes was 
sponsored October 22-25 by the Marquette 
University College of Business Administra- 
tion in cooperation with the Wisconsin Bar 
Association, the National Association of 
Cost Accountants and the Wisconsin Soci- 
ety of Certified Public Accountants. 


Tax Executives Institute, Inc., San Fran- 
cisco Chapter.— Department of Internal 
Revenue officials spoke on recent develop- 
ments in federal taxation at the October 8 
meeting of the San Francisco Chapter of 
the Tax Executives Institute, Inc. 


Roundup of 1951 State Legislation 


Well over 1,000 tax laws have been en- 
acted by American legislatures thus far in 
1951. There are probably still more enact- 
ments to come, since a few legislatures have 
not yet adjourned. 


Although no new jurisdictions have been 
added to the roster of the 37 states having 
some form of tax measured by net income, 
there was enough action to support the 
proposition that such price tags on govern- 
ment are being marked up. Vermont has 
levied a 15 per cent surtax on the present 
income and franchise taxes, Rhode Island 
and Pennsylvania have raised their corpora- 
tion income tax rates from 4 per cent to 5 
per cent, and Pennsylvania has enacted a 
5 per cent property tax on corporate net 
income not subject to its regular corporate 
income levy. A number of states have 
amended their laws to parallel provisions 
of the federal income tax regarding pension 
trusts, employee stock options, tax-exempt 
organizations, the five-year amortization of 
defense emergency facilities and the op- 
tional standard deduction. 


Fourteen legislatures spoke for the statu- 
tory record on the subject of estate, inheri- 
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tance and gift taxes. Wyoming imposed a 
new estate tax, Massachusetts has extended 
for four years its surtax on the inheritance 
tax and Nebraska now taxes insurance pay- 
able to the decedent’s estate. Minnesota 
has added $500 to its $2,500 annual exemp- 
tion for gifts excluding future interests. 
Where more than one state declares itself 
the domicile of a decedent, reciprocal set- 
tlements will henceforth be permitted by 
officials in Illinois and Minnesota. 


The franchise tax on Delaware corpora- 
tions has been increased 10 per cent and the 
annual ceiling has been raised from $25,000 
to $50,000. Michigan removed its ceiling 
on the tax altogether and raised the rate 
from 2.5 mills to 3.5 mills on each dollar of 
capital and surplus. Georgia has broadened 
the base of its license or occupation tax on 
foreign corporations so as to apply the rate 
to paid-in surplus and earned surplus in ad- 
dition to issued capital stock. Pennsylvania 
postponed to 1953 its manufacturing exemp- 
tion on the capital stock and franchise tax. 


Colorado has imposed a new severance 
tax of one mill on every barrel of oil and 
one mill on every 50,000 cubic feet of natural 
gas. Micaceous minerals and hydrous sili- 


cates are now subject to the Montana li- 
cense tax of five cents per ton of concentrates. 
Texas has made permanent its emergency 


tax increases on oil, sulphur and natural gas 
production. 


Georgia, South Carolina and Maine im- 
posed new sales and use taxes, and West 
Virginia a new use tax. Rhode Island raised 
its sales and use tax from 1 per cent to 2 
per cent, Alabama from 2 per cent to 3 per 
cent, 


Insurance companies are subject to new 
taxes in South Dakota, Nevada, Nebraska, 
North Carolina and Missouri, temporary 
taxes on insurers are made permanent in 
Texas and South Carolina, and Massachu- 
setts has extended through 1953 its 2 per 
cent gross premiums tax on casualty ‘insurers. 


Reciprocal tax collection laws, allowing 
tax officials to sue directly in one another’s 
courts without first reducing their claims to 
judgment in their own courts, are now in 
effect in twenty states: Alabama, Arkansas, 
California, Georgia, Indiana, Kansas, Ken- 
tucky, Louisiana, Maine, Maryland, Michi- 
gan, Minnesota, Missouri, New Hampshire, 
North Carolina, Oklahoma, Oregon, Ten- 
nessee, Washington and Wisconsin. 

“What’s this world coming to?” might be 
the interrogative reaction of some citizens 
to Minnesota’s $1 registration fee on motor- 
ized wheel chairs. 
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Local taxing bodies sought and obtained 
authority to raise tax rates or to begin col- 
lecting a whole variety of new taxes during 
1951. New York City was allowed to raise 
its sales tax, and Chicago was authorized 
to increase its automobile license taxes. 
Among the interesting local developments 
is a tax escalator provision: Minneapolis 
is the first major city whose property tax 
rates have been hitched to the Consumers’ 
Price Index of the United States Depart- 
ment of Labor. For each of the first ten 
points that the CPI has risen above 169 on 
December 15, the rate increases 2 per cent; 
for each point above 179, the rate goes up 
0.6 per cent. At the time the enactment 
became effective, the CPI for Minneapolis 
was 167.4; by June it had risen to 183.6. 


Census Fiscal Publications 


A leaflet listing Census Bureau Publications 
on Governments has been issued by the Bu- 
reau of the Census and is available from 
that agency upon request. This bulletin 
describes briefly each of the 14 reports on 
governmental finances and employment which 
the Census Bureau expects to issue in the 
fiscal year beginning July 1, 1951, and lists 
other recent publications of the Bureau re- 
garding state and local governments. 


Labor v. Taxes 


Reports coming out of Washington that 
the Bureau will change its position on the 
tax-exempt status of certain employee bene- 
fits are stirring up a good bit of concern 
among labor unions. 

According to a Bureau letter of October 
26, 1943, if corporations in consideration of 
services rendered by their employees pur- 
chase insurance for the purpose of fur- 
nishing such employees and members of 
their families group medical care and hos- 
pitalization, the premiums paid therefor, 
although deductible as business expenses 
by the employer; are not income to the em- 
ployees. Similarly, Section 29.22(a)-3 of 
Regulations 111 provides that “Premiums 
paid by an employer on policies of group 
life insurance covering the lives of his em- 
ployees, the beneficiaries of which are 
designated by the employees, are not in- 
come to the employees.” 

Rumor from Washington has it that this 
administrative attitude will soon be re- 
versed by a new ruling classifying such 
payments as wages taxable to employees, 
and that the proposal has survived opposi- 
tion from unions and insurance organizations. 


(Continued on page 924) 
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Our Cover 


You almost didn’t have a cover on this 
issue. The cover was designed to tel the 
tortuous story of the birth of the Revenue 
Act of 1951 when something went wrong 
in the delivery room—203 Republicans and 
Democrats voted a rejection of the con- 
ference committee compromise bill on Octo- 
ber 17. This was the surprise of the year, 
and it brought ulcers to the Democratic 
leadership and to our artist. 


It was with great anxiety that we watched 
the teletype during the next two days for 
the news of the next move and an ex- 
planation of the negative vote in the House. 
At noon Thursday our vigilance was re- 
warded, and now the story of the hidden 
lobbyist can be told—a story that the 
Peglers, Pearsons, Dixons and Sokolskys 
missed. 


The teletype spelled out the following: 
Tax conferees have agreed. 
Tax on children’s skates is removed. 


Individual income tax in the first bracket 
only reduced from 11%4 to 11 per cent. 


Alternative capital gains for both indi- 
viduals and corporations — increased from 
25 to 26 per cent. 

Effective date of the 83 per cent excess 
profits credit—changed from January 1, 


1952, to July 1, 1951. 


Ten per cent excise tax is imposed upon 
electric garbage disposal units. 


Information returns required of rural 


electrification cooperatives under Section 
101 (10) (11) removed. 
Royalty requirements in Senate bill are 


removed with respect to timber and re- 
tained as to coal. 


Excess profits net operating loss carry- 


over for new corporations increased to 
three years. 


Now the big story can be told. Santa 
Claus was the invisible lobbyist. It was 


Washington Tax Talk 





Third Tax Increase Since Korea 


Washington Tax Talk 





Revenue Act of 1951 ... 









he who lurked in the corridors in various 
disguises buttonholing congressmen, urging 
a negative vote. He would not permit this 
infamous tax upon children’s skates. 


Congress 


This new tax law started to be just a 
simple tax increase to provide additional 
funds for our government’s many programs, 
when the idea caught on that, while increas- 
ing taxes, the Congressmen should look into 
a lot of other sections that did not please 
their aesthetic sense. Much debate has taken 
place. Representatives of many groups were 
called to Washington to give their views. 
Reams of memoranda were written and com- 
mittee reports were printed and promul- 
gated. 


So we have a tax-increasing, loophole- 
closing, rich-man-gouging, head-of-a-family- 
sympathizing, tax-on-living, tax-on-dying, 
tax-on-spending, tax-on-saving, tax-business- 
creating law. 

The following is not intended to be an 
exhaustive analysis of the new law but a 
running account of a few items which are of 
interest. 


This is the third time since the “police 
action” in Korea that the American tax- 
payer had an increase in taxes. The Rev- 
enue Act of 1950 in September of that year 
increased revenues by $6.1 billion and the 
Excess Profits Tax Act of 1950, which be- 
came law in January of 1951, raised the 
revenue by $3.9 billion. The Revenue Act 
of 1951 is expected to raise $5.75 billion 
dollars. These three revenue-raising meas- 
ures will increase taxes on individuals by 
29 per cent and on corporations by more 
than 52 per cent. 


For taxable years beginning after Octo- 
ber 31 of this year the new law will increase 
present individual income taxes by about 
11 per cent of the present combined normal 
tax and surtax. This means that rates will 
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range from 19.2 per cent on the first $2,000 
of surtax net income to 89 per cent on 
surtax net income in excess of $200,000. 
This, when combined with the flat 3 per cent 
normal tax, makes the rates range from 
22.2 per cent to 92 per cent. 

The Senate Finance Committee made pro- 
vision for a termination date of December 
31, 1953, because “it is recognized that these 
rates are exceedingly high and your com- 
mittee hopes that it will be unnecessary to 
continue rates at this high level” after this 
date. 


A $4.00 Tax on a Nickel.—All employers 
must use the increased rates of withholding 
on all salaries or wages paid after October 
31, 1951. If the employer is using tables 
now, he should get new ones. Some em- 
ployers, to cushion the shock, purchase little 
folders which explain the new tax law and 
distribute them to their employees. 


Even though there has been quite a bit 
in the newspapers about the new tax bill, 
withholding on the first check after Novem- 
ber 1 will be a shock. For instance, a 
married man with two children, who before 
November 1 was accustomed to a weekly 
check minus $4, after that date will have to 
live on a check further reduced by $1.30— 
a total of $5.30. If the same guy makes 
$125 a week, his $13.30 deduction becomes 
$17.80. 


You probably know that, as the brackets 
are worked out, the man in the lowest part 
of the bracket pays the same amount of tax 
as the man in the highest part of the bracket. 
It can be shown that if a man in the lowest 
part of the bracket is reduced in salary by 
five cents, he will pay several dollars less 
tax. Take a look at the table—the item, 
$450 semi-monthly. This amount is midway 
in the bracket. The tax on any amount be- 
tween $440 and $460 incurs a withholding 
tax of $73.30. If the $440 salary is reduced 
to $439.95, the amount of tax to be withheld 
is $69.30. The tax on this nickel is $4. 


Quod erat demonstrandum. 


Inflated Tax on Deflated Dollars.—In the 
matter of selling a personal residence, Con- 
gress decided to be realistic and recognize 
the fact that the price of houses has gone 
up and that many reasons, other than hope 
of profit, motivate selling. For instance, a 
man’s job may require that he move to an- 
other city or the good Lord may increase 
his family in quantities not earlier con- 
templated. The purchase of another house 
or the building of one must be paid for with 
deflated dollars in relation to those which 
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Example of New Withholding Rates 


Wages Three Exemptions 
per week Old Rate New Rate 
$ 75 $ 5.50 S 7.30 

5.80 7.70 

6.10 8.10 

6.40 8.50 

6.70 8.90 

85 7.00 9.30 

7.30 9.70 

7.60 10.10 

7.80 10.50 

8.10 10.90 

95 8.40 11.30 

8.70 11.70 

9.00 12.10 

9.60 12.80 

105 10.30 13.80 

11.10 14.80 

11.80 15.80 

12.60 16.80 

125 13.30 17.80 

14.00 18.80 

14.80 19.80 

15.50 20.80 

16.30 21.80 

150 17.40 23.30 

Wages Three Exemptions 
Semi-monthly Old Rate New Rate 

$150 $10.00 $13.30 

200 18.20 24.30 

250 25.60 34.30 

350 39.80 53.30 

450 54.80 73.30 





purchased the old house. Should any profit 
received upon the sale of the old house be 
taxed? Congress has helped taxpayers in 
this kind of situation by providing that only 
the excess of the selling price of the old 
“principal residence” over the cost of the 
new will be taxed as gain. 


Dwelling purchased in 1940 for. . $10,000 
Sold in 1951 for ..... $15,000 
Replacement purchased $14,000 


The amount taxable as gain is to be $1,000. 


Congress set up a safeguard against specu- 
lators. The transaction must take place 
within a year, although there is a concession 
in the case of new construction. The prop- 
erty involved must be the residence of the 
taxpayer, although either the new or the old 
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Estimated distribution of individual income tax returns, income, exemptions and tax 
liability under present law, House bill and Finance Committee bill when fully effective. 


[Money amounts in millions of dollars] 


Total | Total tax| Total tax 


Total Adjusted | Value of | Surtax tax under under 
Adjusted gross income classes} mumber gross exemp- net resent | House Finance 
of returns | income | tions | income | Prtsel pill) | Commit- 









tee bill ! 


| | | | CF. 


$1, 121 
5, 436 4, 209 842 947 934 
12, 918 


—_—q|—|/ um ||. 


beoces 35, 860, 757 
$5,000 to $10,000. -...-.....--- 6, 645, 679 42, 850 
$10,000 to $25,000. .....-.-.--- 1, 342, 865 19, 470 


$250,000 to $500, 


$500,000 to $1,000,000_........- 479 316 
$1,000,000 and over. .........- 189 


Total over $5,000......- 


2? Less than $500,000. 


may be temporarily rented. The relief will 
also apply where part of the taxpayer’s resi- 
dence was used for a business purpose but 
only on that part of the property used as 
a residence. Trailers and houseboats can 
also qualify. The government protects itself 
where the taxpayer doesn’t go through with 
the deal by extending the time of the period 
for assessment of a deficiency. 


For Better or Worse in the Tax Court.— 
Tax cases involving family partnerships, if 
read between the lines, present a concise 
story of how the system of free enterprise 
rewards the industrious and the thirfty. 
Some of these cases tell wonderful success 
Stories. High taxes brought about an in- 
crease in the use of the partnership form of 
doing business. It became too expensive for 
poppa to wear the pants alone so, motivated 
more by hope of a tax reduction than by 
desire for constant companionship and direc- 
tion of his ever-loving wife, many a pro- 
prietor became a partner. 

As this form of doing business became 
more popular, the agents of the BIR looked 
more closely at the structure of the partner- 
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1 Includes normal tax, surtax and alternative tax on net long-term capital gains. 


Note.—Figures are rounded and may not add to totals. 


23, 455 26, 302 25, 823 











ship and escorted the partners to the Tax 
Court and beyond. Many of these decisions, 
since Commissioner v. Culbertson, have held 
invalid for tax purposes family partnerships 
which arose by virtue of a gift of partner- 
ship interest from one member of a family 
to others where the donee performs no vital 
services for the partnership. It seems that 
the judicial doctrines of “intention,” “busi- 
ness purpose,” “reality” and “control” have 
the family partnership setup so snafued that 
the settlement of many cases in the field is 
being held up. The amendment to the law 
attempts to place the taxation of partner- 
ship income on this simple basis: (1) Income 
from property is attributable to the owner 
of the property and (2) income from per- 
sonal services is attributable to the person 
rendering the services. The amendment 
leaves the Commissioner and the courts free 
to inquire in any case whether the donee or 
the purchaser actually owns the interest in 
the partnership which the transferor pur- 
ports to have given or sold him. 


The Name Without the Game.—The new 
law gives a break to the unmarried individ- 
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Estimated corporate income and excess profits tax liabilities under present law, the 
House bill and the Finance Committee bill, calendar year 1951.7 


Income and excess profits tax 


Number | Taxable 
Taxable net income classesjof taxable] net in- 


returns come 


Millions 
$2, 161 

1, 566 

2, 018 
39, 311 


Up to $25,000 
$25,000 to $50,000 
$50,000 to $100,000 
$100,000 and over 


Present 
rates 


Millions 
$540 


Increase over present 
law 


liabilities 


Finance 
House bill | Commit- 
tee bill 


Millions 
$108 
88 


128 


Millions 
$648 

608 

1, 027 

24, 142 


26, 425 


Millions 
$583 

563 

982 

23, 473 


25, 601 


520 
899 
21, 426 
23, 385 


Percent distribution 


1 Based upon a level of profits before tax (Commerce basis) of $48 billion. 


ual who is the head of the household. When 
the community-property-income-splitting was 
adopted, the head of the household was not 
included in the tax relief provisions. The 
new 1951 law corrects that by giving the 
head of the household one half of the income- 
splitting benefits. 


See If the Boys in the Backroom Have 
Paid Their Tax.—From time to time sug- 
gestions have been made that the amount 
of money spent on gambling be used to 
provide revenue for the federal govern- 
ment in some way. A number of countries 
operate state lotteries which provide some 
revenue. In the early days of this country, 
several states operated lotteries but they 
became so tinged with graft and corruption 
that public indignation forced their aban- 
donment. The new revenue bill does not 
propose a lottery, but it recognizes for tax 
purposes the legitimacy of the gains from 
operations its sister laws stamp as illegitimate. 


Thanks to Mr. Kefauver and television, 
it is now generally recognized that there 
are a few gamblers in this country whose 
business operations are widespread and 
whose gross receipts run into the billions of 
dollars. Whether this money is honest 
money is a debatable question, but Congress 
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didn’t debate the issue. Gamblers and their 
profits are to be taxed. 


First, there is an occupational tax of $50 
a year upon persons engaged in accepting 
wagers and there is a tax upon the amount 
wagered. The tax on wagers is a 10 per 
cent excise tax. The Senate Finance Com- 
mittee reports hopefully “this method of 
taxation is comparable to state taxation of 
pari-mutuel pools and is particularly appro- 
priate with respect to wagers with book- 
makers and in lotteries, especially of the 
type commonly known as the numbers game.” 


Congress for the first time has levied a 
tax on an undetermined number of un- 
known taxpayers of whom monthly tax 
returns are expected. There is $400 million 
in taxes laying around in the backrooms. 


The Senate Crime Committee proposed 
an amendment that would have taxed illegal 
gamblers out of existence, but it was finally 
decided to deal with bookies, etc., as busi- 
nessmen and permit them to pay taxes. As 
Senator Wiley put it: “The payment of the 
Federal tax by an illegal operator has been 
regarded by that operator as a sort of 
‘legal license’. He has come to regard him- 
self as a legitimate businessman who pays 
his Federal taxes, even though by this very 
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State and local law.” 


Never Too Old to Be Taxed.—Turning 
from the honest gambler who will make 
monthly returns to the honest employee 
who after 20 years of hard work receives 
a termination bonus from his employer, 
we find that the new revenue law has softened 
the impact of his taxes. If the employee 
receives a termination payment for which 
he releases all right to receive a percentage 
of future profits (if he had a contract that 
gave him this right), the termination payment 
will be subject to capital gains treatment. 

Other provisions of the Code applicable to 
employees deal with stock options, employee’s 
trusts, pension plans for insurance sales- 


Corporation Income Tax Rates 


men and death benefits to the beneficiary of 
a deceased employee. 


Corporation Rates.— The top rate on 
corporations is 52 per cent. It is 30 per cent 
on the first $25,000 and 22 per cent on all 
over $25,000 taxable income. For the calen- 
dar year 1951, the maximum excess profits 
tax is 17% per cent of excess profits net 
income and is separate from the normal 
tax and surtax. For years beginning after 
March 31, 1951, the rate is 18 per cent. Cor- 
porate profits in the first quarter of 1951 be- 
fore taxes appear to be at an annual rate 
of nearly $52 billion, This puts them above 
1950. So, it is expected that even though 
the rates are not as high as those contained 
in the House version of the bill, the revenue 


Combined Rate 
On Surtax on Surtax 
On Normal- Net Income Net Income 
Tax Net Income Over $25,000 Over $25,000 
Calendar Year 1951 ............. 283%4% 22% 50% % 
Year Beginning After 3/31/51.... 30% - 22% 52% 
Year Beginning After 3/31/54.... 25% 22% 47% 





Year Ending Before 
Ch) | A a cS Ok nen eee On Income Plus Excess Profits 


Cs 


Calendar Year 1951.. 


Year Beginning After 


3/31/51 






Excess Profits Tax 
TS hc ie hal ela acseipe eee ee eee 


Ceiling Tax Rates 


Alternative Excess Profits Tax for New Corporations 





.. .30% of adjusted excess profits net income 


bite Wachcdebicate bac we 62% of excess profits 


net income 


..On Excess Profits Tax Only...... 174%4% of excess profits 


net income * 


Oe eres On Excess Profits Tax Only......18% of excess profits 


net income * 


On First $300,000 of Excess Profits Net Income On 
—eeeee OS .)—Csié@Barncer 
lst or 
2nd Year 3rd Year 4th Year 5th Year 
Year Ending Before 4/1/51... 5% 8% 11% 14% 15% 
Calendar Year 1951 ......... 5% 8% 11% 14% 174% 
Year Ending After 3/31/51... 5% 8% 11% 14% 18% 








Calendar year 1930. 6.565. 


Year Beginning After June 30, 1951........ 





Excess Profits Tax Credit 


84% of average base period net income 
83% of average base period net income 


* Special reduction on consolidated returns. ‘‘Excess profits net income’”’ is before reduction for 


excess profits credit. 


Washington Tax Talk 












from taxes on corporation income will 
approximate in amount that sought to have 
been collected by the higher rates. 


Miscellaneous Items.—The provision for 
withholding on dividends and royalties did 
not go through. 


The medical expenses of taxpayers over 
65 years of age are no longer subject to the 
5 per cent limitation. 

A dependent can have a gross income up 
to $600 and still be claimed as an 
emption. 


ex- 


If the corporate taxable year ends after 
March 31, 1951, and before October 1, 1951, 
a return will have to be filed no later than 
January 15, 1952, with tax computed under 
the new rate. 


A building and loan association, coopera- 
tive banks and mutual savings banks will 
be taxed, ordinarily corporate, on their re- 
tained earnings. 


Farmers’ cooperatives will be subject to 
corporate income tax for the first time gen- 
erally on earnings placed in surplus. 


Net operating losses for 1948 and 1949 
can be carried forward three years by both 
corporations and individuals. 

An election to take the standard deduc- 
tions or to itemize deductions on an indi- 
vidual taxpayer’s return is revocable for tax 
years beginning after 1949. 


Income taxes of deceased servicemen dy- 
ing while in active service in a combat zone 
are abated. 


Under the amended capital gains provi- 
sion an individual’s capital gains are all in- 
cluded in gross income at 100 per cent; so 
are his capital losses. Where net long-term 
capital gains exceed net short-term capital 
losses, 50 per cent of the excess is de- 
ductible. 


If the 1951 act is approved before Oc- 
tober 31, 1951, the new excise tax rates and 
exemptions will apply to sales occurring on 
or after November 1, 1951. If the law is 
approved later, December 1 will be the 
effective date for these taxes. 





ACQ. AND NON-ACQ.—Continued from page 866 





much less desirable alternative of standing 
an examination on the five selected books. 
The existence of two methods for the re- 
newal of these certificates, one or the other 
of which is compulsory, is not in itself vital 
in this connection. If the particular course 
adopted by the taxpayer is a response that 
a reasonable person would normally and 
naturally make under the specific circum- 
stances, that would suffice. Even if a statis- 
tical study actually revealed that a majority 
of the Virginia teachers adopted the exami- 
nation on the selected books, in order to 
renew their certificates, rather than the 
method of acquiring college credits, our 
conclusion here would be the same.” 


While it is true that the court specifically 
states that its decision is “limited to the 
facts of the case before us,” it is to be 
noted that the court cites, as supporting its 
position, several decisions involving the 
reasonableness of deductions claimed by 
taxpayers engaged in other lines of en- 
deavor. Conversely, the reasoning of the 
court should be applicable to analogous 
situations. 


If, then, we return to our original as- 
sumptions that continuing education is es- 
sential to the maintenance of professional 
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practice and that the attendance at educa- 
tional courses is as ordinary, reasonable 
and necessary a method of obtaining this 
assistance as is the reading of current peri- 
odicals, it follows that the attitude of the 
Commissioner in disallowing expenses in- 
curred in attendance at such courses is en- 
tirely unreasonable. Because of the number 
of persons affected, further discussion of 
the matter seems warranted. 


Davin L. SAMUELS 
Pato ALTO, CALIFORNIA 


Misinterpretation? 
Sir: 


I wonder if the subhead, “The author 
questions the ‘business purpose’ doctrine 
stressed in the Emeloid case,” used for my 
article entitled “Corporation Stock-Purchase- 
Insurance Trust Agreement” appearing in 
the October issue of TAxeEs does not mis- 
interpret the true sense of the article. The 
article emphasizes my opinion that corpo- 
ration stock-purchase-insurance trust agree- 
ments and key-men insurance do have business 
purposes. 


J. E. RAppoport 
CINCINNATI 
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How Long Should 


By GEORGE T. ALTMAN 


NOVEMBER, 1951 


IF YOU DESTROY YOUR RECORDS, A SUSPICIOUS BUREAU 






Records Be Kept? 


MAY THINK THAT YOU- HAVE SOMETHING TO HIDE—IF YOU 
SAVE THEM, THEY'LL HIDE YOU FROM YOUR CUSTOMERS 


| “ERE AND THERE in an archive or 
museum one sees a bookeeping record 
of one or more centuries ago. Records of 
business transactions have even been found 
among the remnants of Egyptian hier- 
oglyphics and the cuneiform inscriptions of 
the ancient Assyrians. There are those who 
enjoy preserving their bookeeping records, 
who fondle and protect them with the same 
care they would an ancestral painting or a 
family jewel. But if the records of all busi- 
ness transactions were kept unto the end 
of time, there would soon be no space left 
in which business could be done. When 
reference to the details of a transaction is 
no longer necessary for a business purpose, 
the record made of it may fittingly join the 
scattered ashes of the forgotten past. 


Until that day arrives, however, the 
record not only should but must be retained. 
The Internal Revenue Code, in fact, ex- 
pressly requires a taxpayer to keep such 
records as the Commissioner may pre- 
scribe,’ and the Commissioner has prescribed 
that records “shall be retained so long as 
the contents thereof may become material 

1 Code Secs. 54, 821, 1007, 2709, 3449. 

? Regs. 111, Sec. 29.54-1. 


*Code Secs. 145 (a), 894 (b) (2) (B), 1024, 
2707 (b), 3449. 


Keeping Records 


UNLESS YOU HAVE ACRES OF SPACE FOR STORING THEM 





in the administration of any internal-reve- 
nue law.” * 


Nor is the law in this respect without 
sanctions. A willful failure to keep such 
records is a misdemeanor punishable by a 
fine of not more than $10,000 or imprison- 
ment for not more than one year or both. 
Moreover, destruction of records can be an 
important factor in conviction of the felony 
of willfully attempting to evade or defeat 
a tax. In the case cited, the court quoted 
with approval from the government’s brief as 
follows: “Such seemingly careless concern for 
records at a time when they were being 
requested by the revenue agents would 
clearly support the inference that the in- 
formation contained therein would be harm- 
ful to the defendants. This inference coupled 
with the other evidence as to the contents 
of the corporation’s sales accounts, is clearly 
sufficient to justify submission to the jury.’ 


It is not only a matter of penalties. The 
determination of tax is often affected ad- 
versely to the taxpayer because of the 
destruction of records. The cases are legion 

‘Eli Yoffee v. U. 8., 46-1 ustc 9171, 153 F. 


(2d) 570 (CCA-1). 
5 See footnote 4 at p. 574. 
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Mr. Altman, a Los Angeles attorney and CPA, is 
the author of CCH Federal Tax Course and the co- 
author of Allocation of Income in State Taxation 


in which the decision went against the tax- 
payer, in whole or in part, because his 
records were merely inadequate in the first 
place.’ The results must obviously be worse 
still if the taxpayer had records which he 
destroyed while they might still be neces- 
sary in the determination of tax." 


The reason for this is not just that the 
burden of proof is upon the taxpayer so that 
without his records he may often be unable 
to make his defense. It is also that destruc- 
tion of records while they may still be help- 
ful in the determination of taxes strongly 
suggests, as the quotation above indicates, 
that there were facts which the taxpayer 
desired to conceal. While concealment does 
not often succeed because of other sources 
of information available to the Commis- 
sioner, the indication, resulting from the 
destruction of the records, that the taxpayer 
may have attempted to conceal facts is 
bound to result in the resolution of even 
slight doubts against him. 


It results that the period during which 
any record “may become material in the 
administration of any internal-revenue law” 
is the minimum period for which such record 
should be kept. This means, it is clear, the 
period of limitation on assessment. In con- 
nection with income taxes and also estate, 
gift and old-age benefit taxes, that period 
is in general three years from the date the 
return was filed.* In connection with all 
other federal taxes, the corresponding period 
is four years.® The return for this purpose 


®See Cohan v. Commissioner, 2 ustc ff 489, 
39 F. (2d) 540, (CCA-2, 1930); Fellows, CCH 
Dec. 17,452(M), 9 TCM 35 (1950). 

7 See footnote 4. 

® Code Secs. 275 (a), 
1635 (a). 

® Code Sec. 3312 (a). 

10 Zellerbach Paper Company v. Helvering, 35-1 
ustc f 9003, 293 U. S. 172 (1934). 

11 Code Secs. 275 (f), 1635 (e). 

12 Code Sec. 276 (b). 

18 Code Secs. 276 (a), 874 (b) (1), 1016 (b) (1), 
1635 (b), 3342 (b). In the case of a corporation 
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874 (a), 1016 (a), 


is the original return; an amended return 
does not extend the period.” If, in the 
case of income and old-age benefit taxes, 
the return was filed before the due date, 
it is deemed filed on the due date.” Actually, 
in the case of such taxes, therefore, the 
general period is three years from the due 
date of the return. 


There are several exceptions in which 
the period is longer. The principal one is 
that of extension by waiver, provided for 
by express provisions of the Code in the 
case of income taxes.” The use of the 
waiver procedure is very common, and a 
taxpayer should keep a careful file of waivers 
executed by him. Another exception is that 
of failure to file. As long as no return is 
filed for any period or any tax liability, 
there is no limitation on the time for assess- 
ment. This applies in the case of all fed- 
eral taxes.” 


Again, in the case of income taxes where 
there has been a transfer of assets resulting 
in transferee liability, the period of limita- 
tion is one year additional for an initial 
transferee and one year more for each suc- 
cessive transferee, not to exceed in total 
three years from the expiration of the period 
with respect to the taxpayer.“ In case a 
court proceeding is initiated within proper 
time against the taxpayer or last preceding 
transferee, the period extends to one year 
after the return of execution in the court 
proceeding.” There is likewise an exten- 
sion of time for assessment in the case of 


or an association, if it fails to file an income tax 
return but each shareholder includes in his 
return his distributive share of the net income, 
there is a period of limitation of four years 
from the last date on which any shareholder's 
return was filed. Code Sec. 275 (g). 


14 Code Sec. 311 (b) (1) (2). In the case of 
estate and gift taxes, only a one-year period is 
provided. Code Secs. 900 (b) (1), 1025 (b) (1). 
There is no such provision in the case of other 
federal taxes. 

15 See footnote 14. 
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a fiduciary. The period expires one year 
after the fiduciary’s liability arises or one 
year after the expiration of the period for 
collection of the tax in respect of which 
the liability arises, whichever is later. The 
period of limitation in the case of either a 
transferee or a fiduciary is subject to ex- 
tension by waiver.” 


A period shorter than under the gen- 
eral rule is available in some cases. In the 
case of income received during the lifetime 
of a decedent or by his estate during the 
period of administration, or by a corpora- 
tion, the tax must be assessed within 18 
months after written request therefor, filed 
after the return is made. This applies in 
the case of a corporation only if the written 
request notifies the Commissioner that the 
corporation contemplates dissolution at or 
before the expiration of such 18-month 
period, and the dissolution is in good faith 
begun before the expiration of such 18- 
month period and is, in fact, completed.” 
Such a request for prompt assessment does 
not, however, prevent the tacking on of an 
additional period for assessment against the 
transferees of the assets.” 


The periods of limitation indicated above 
represent periods during which a determina- 
tion of additional taxes may be made by the 
Commissioner without assuming the burden 
of proving certain omissions of income or 
fraud. These are the periods for which the 
Commisstoner can require the taxpayer to 
keep his records. Indeed, in connection 
with manufacturers’ excise taxes, as to 
which the period of limitation on assess- 
ment is, as already observed, four years, 
the regulations expressly provide: 


“The records must be retained for a 
period of at least four years from the date 
the tax became due.” ” 


The taxpayer could hardly be expected 
to retain his records in order to enable the 
Commissioner to satisfy a burden of proof 
placed upon the latter under the law. The 
taxpayer must, of course, always be able 
to prove the time his return was filed. 


16 Code Sec. 311 (b) (3). The period for col- 
lection is as follows: (a) without timely as- 
sessment, the same as the period for assessment; 
(b) after timely assessment, six years from the 
date of assessment. Code Sec. 276 (c). 

17 Code Sec. 311 (b) (4). 

18 Code Sec. 275 (b). 

19 Estate of A. T. Marix, CCH Dec. 17,977, 
15 TC 819 (1950). 

2 Regs. 44 (1944), Sec. 314.62. 

21 Code Sec. 275 (c). 

22 Code Sec. 275 (d). 

23 Code Sec. 275 (e). 

24 Haston, CCH Dec. 12,963(M), 1 TCM 549 
(1943). 


Keeping Records 





Beyond that, however, the preservation of 
his records is a matter optional with him 
after the indicated period from the time 
he filed his return has expired. 


For example, in the case of income taxes, 
if the taxpayer omits from gross income an 
amount properly includible therein which is 
in excess of 25 per cent of the amount of 
gross income stated in the return, the period 
of limitation on assessment is five instead of 
three years.“ There is also a seven-year 
period in the case of omission of construc- 
tive dividends of foreign personal holding 
companies and personal service corpora- 
tions™ and a four-year period in the case 
of omission of income attributable to an 
amount distributed by a corporation in 
liquidation.» But these are all exception 
provisions, so that the burden of proving 
the omission is upon the Commissioner.” 
Likewise, in the case of any federal taxes, 
assessment may be made at any time if the 
return was false or fraudulent. But the 
burden of proving that the return was false 
or fraudulent is upon the Commissioner.” 
Again, in the case of income, estate and gift 
taxes, the Commissioner must, during the 
period otherwise allowed for assessment, 
first issue to the taxpayer, unless he waives 
that right, a registered notice of deficiency 
from which he may appeal to the Tax 
Court.” This procedure, however, does not 
extend the period during which the tax- 
payer is required to retain his records, for 
the registered notice of deficiency carries 
the same presumption of correctness as an 
assessment, and if a petition to the Tax 
Court is filed, the burden of proof is upon 
the Commissioner as to any increase in 
the amount of the deficiency.” 


While, generally stated, the period of 
limitation on assessment indicates the peri- 
od for which records relating to the taxable 
year are required to be kept, it should be 
borne in mind that some records relating 
to the taxable year may have been made in 
a prior period. Thus, if there is a carry- 
over of a loss from 1948 to 1950, the period 





*> Code Secs. 276 (a), 874 (b) (1), 1016 (b) (1), 
1635 (b), 3312 (b). 

26 Code Sec. 1112. 

7 Code Sec. 272 (a) (1). 

23 Tax Court Rule 32. There is also a burden 
of proof upon the Commissioner in the case 
of transferee liability. But that burden relates 
only to the transferee liability itself; it does 
not relate to the amount of tax in respect to 
which the liability is asserted. The trans- 
feror’s records should therefore be retained 
for the full period allowed for assessment 
against the transferee. 



















































































































































































































































































































































































for which the records of 1948 showing the 
loss should be kept would be determined 
by the period of limitation governing 1950, 
not 1948. The same situation would arise 
in connection with the basis of property 
sold in the taxable year or on which depre- 
ciation was taken in the taxable year. The 
basis of property generally depends upon 
the transaction in which the property was 
acquired, and that may antedate the tax- 
able year involved in the sale or depreciation 
by many years. The same problem arises 
in the case of installment sales. The year 
of sale and the year of the particular in- 
stallment involved may be separated by a 
wide gap of time. Under the current excess 
profits tax, the period 1946-1949 will con- 
tinue relevant until the excess profits tax 
years are outlawed. If the historical method 
is used for invested-capital purposes, much 
as under the World War II excess profits 
tax, the records of the taxpayer for its 
entire history or, at least, for its earliest 
years, may become essential to the tax 
computation. 


These and other similar situations under 
the tax laws may bring to bear records of 
the taxpayer accumulated over a long period, 
and the taxpayer cannot rely upon the Com- 
missioner’s acquiescence in respect to any 
factor involved, in years preceding the tax- 
able year, to relieve him of his burden of 
proof. Thus, the taxpayer’s use over a 
period of many years of a certain cost of 
property for depreciation purposes, without 
any objection from the Commissioner, was 
held not to excuse his inability to produce 
records to prove such cost for the purpose 
of the year currently involved, and the 
Commissioner’s determination of a lower 
cost for the purpose of depreciation for such 
year was, as a result, not overcome.” 


It may well be that the failure to preserve 
old records in such situations may not re- 
sult in penalties but result only in an in- 
crease of tax because of inability to prove a 
basis, deduction or credit. But the amount 
of tax is usually the major consideration. 
This is the more directly apparent where 
claims for refund are involved. The gen- 
eral period for filing claims is substantially 
similar to the period for assessment. There 
are many longer periods for that purpose, 
however. Thus, there is always a minimum 
period of two years after payment of any 
amount of tax, and if the period for assess- 
ment was extended by waiver, there is a 
period of six months after expiration of the 





29 Paulosky Estate, CCH Dec. 16,116(M), 6 
TCM 1176 (1947). 
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waiver period.” In the case of a deduction 
for bad debts or worthless securities, the 
period based on the filing date of the return 
is seven years instead of three.” Obviously, 
also, if the ground of the claim is an increase 
of basis or a carry-over, or some adjustment 
of average base period net income, the re- 
cords for the year involved in the ground, 
although many years before the taxable 
year, may be essential for the proof. 


There are, of course, periods of limitation 
other than those for federal taxes. For ex- 
ample, many states have periods of limita- 
tion in respect to their taxes which are no 
longer than those for federal taxes. Then 
again, the taxing authorities are not the 
only persons interested in the contents of a 
taxpayer’s records. Determination of taxes is 
definitely not the sole function of the keeping 
of records. However, taxes, and primarily 
federal taxes, have become a controlling in- 
fluence, and usually when the federal taxes 
for any year are beyond revision, the facts 
shown by the returns and federal audits are 
accepted for other purposes. 


One may perhaps conclude as a rule that 
records for any year should be kept for as 
long as the year is open to assessment of 
federal taxes under the general periods of 
limitation, and also for as long as it is open 
to claim for refund, and in addition for as 
long as any transaction in the year, such as 
purchase of property, may affect determina- 
tion of taxes in subsequent years. But 
ordinarily this just means for a long, long 
time. It is probably better to say that re- 
cords should be kept for as long as the 
storage cost is not a serious burden on the 


taxpayer. [The End] 





MORE ABOUT RECORDS 


AKING Mr. Altman’s concluding state- 

ment as a starting point—that “records 
should be kept for as long as the storage 
cost is not a serious burden on the tax- 
payer” —it can fairly readily be shown that 
the burden of keeping the records ore 
should have made can be very burdensome 
right now, if not sooner. 


Under General Wage Regulation 5 and 
General Salary Stabilization Regulation 3, 
any employer who makes a wage or salary 
increase because of merit or length of serv- 
ice must keep a record of the increase. 
For each increase effective since January 
25, 1951, that record must contain the name 

(Continued on page 935) 


© Code Sec. 322 (b) (3). 
31 Code Sec. 322 (b) (5). 
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Taxpayers Choice in Damage Suit 


By CECIL J. McCAFFREY 


STRANGE AS IT SOUNDS, THE TAXPAYER MAY DECIDE 


WHETHER HIS RECOVERABLE DAMAGES ARE TAX FREE 


Dppeeweene recovered by judgment or 
settlement are sometimes capital and 
sometimes income. For example, recoveries 
for physical injury (Internal Revenue Code 
Section 22 (b) (5)), alienation of affections 
(Solicitor’s Opinion 132, Cumulative Bulle- 
tin, June, 1922, page 92) and slander (C. A. 
Hawkins, CCH Dec. 2390, 6 BTA 1023) are 
capital. These recoveries merely compen-. 
sate for injury to the person; there is no 
profit involved. On the other hand, re- 
coveries for nonpayment of wages (Frieda 
Hempel, CCH Dec. 15,888(M), 6 TCM 
743; Elmer John La Pointe, CCH Dec. 
13,273(M), 2 TCM 252) and diversion of 
taxpayer’s share of profits from a business 
(George De Long Bailey, CCH Dec. 13,534 
(M), 2 TCM 884; Colin J. MacLeod et al., 
CCH Dec. 16,236(M), 7 TCM 37; Swastika 
Oil & Gas Company v. Commissioner, 41-2 
uste | 9727, 123 F. (2d) 382 (CCA-6), cert. 
den. October 12, 1942, aff’ CCH Dec. 10,848, 
40 BTA 798) are taxable income. These re- 
coveries replace income that should have been 
received; hence they are income themselves. 


There is a third class of recoveries that 
is neither clearly capital nor clearly income. 
The outstanding example is a recovery for 
damage to the taxpayer’s business by a 
competitor or an associate. Here, there is 
a question whether the recovery represents 
compensation for injury to the business as 
a capital asset, or is merely a replacement 
of profits that the taxpayer normally would 
have made but did not because the injury 
to the business kept it from functioning 
normally. If the recovery is compensation 
for injury to the business, it is capital; if it 
is replacement of lost profits, it is income. 

This third type of recovery is particularly 
interesting and unusual because the tax- 
payer himself decides whether his recovery, 
if any, is to be tax-free capital or taxable 
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income. This may sound incredible since 
the government and the courts usually 
decide these matters for us. Nevertheless, 
the fact remains that, on the basis of the 
decided cases, the nature of the claim the tax- 
payer makes in his complaint in the damage 
suit is the vital factor in determining whether 
he must pay income tax on the recovery. 


To illustrate and explain this, let us 
assume taxpayer’s business suffers because 
of some unwarranted act by a competitor. 
Taxpayer sues and recovers. He treats the 
recovery as capital but the Commissioner 
disagrees, claiming it is income. The dis- 
pute goes to the Tax Court. 


How is the Tax Court going to decide 
who is right? Obviously, by going to the 
record of the damage suit. The evidence 
in that record will show the nature of 
taxpayer’s injury. And since taxpayer is 
the best authority on what happened to his 
business, that evidence will have been pre- 
sented largely by him. 


This brings us back to our statement 
that the taxpayer’s complaint is the vital 
factor. Inevitably, he will arrange his proof 
in whatever manner and form will give 
most support to his complaint. If he al- 
leges that his business as an asset was dam- 
aged, he will present evidence that the 
business deteriorated as a going concern. 
In other words, he will show loss of good 
will. If, on the other hand, he alleges a 
loss of profits, his evidence will show merely 
the income he should have made but did not 
make. Since good will is measured by 
profits (Raytheon Production Corporation v. 
Commissioner, 44-2 ustc § 9424, 144 F. (2d) 
110 (CCA-1), cert. den. November 20, 1944, 
are CCH Dec...13,108; 1 TE 952). tost 
profits will be the measure of the recovery 
in either case. However, what this recovery 
is will depend on the nature of the complaint 
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and evidence from which it stems. If it is 
the result of evidence of loss of good will 
presented in support of an allegation of 
injury to capital, it will not be taxable; but 
if it is the result of evidence of lost profits 
presented in support of an allegation of lost 
income, it will be taxable. 


The correctness of this analysis is borne 
out by many decisions. It is necessary 
only to quote from some of the opinions. 


The first leading case on the subject 
(Farmers’ & Merchants’ Bank of Catlettsburg, 
Ky. v. Commissioner, 3 ustc J 972, 59 F. (2d) 
912 (CCA-6), revg CCH Dec. 6273, 20 
BTA 622) involved a recovery by taxpayer 
bank against a Federal Reserve Bank which 
had allegedly damaged taxpayer’s business 
by collecting checks drawn on taxpayer in 
a manner that reacted unfavorably against 
taxpayer. Holding that taxpayer’s recovery 
was capital for the loss of good: will, the 
circuit court of appeals said: 


“The fund involved must be considered in 
the light of the claim from which it was 
realized and which is reflected in the petition 
filed in its action against the Reserve Bank. 
We find nothing therein to indicate with 
the certainty required in the statement of 
a cause of action, that petitioner sought 
reparation for profits which petitioner’s 
[sic] misconduct prevented it from earning 
in 1925. Charles E. Rous, petitioner’s cash- 
ier, testified before the Board [of Tax Ap- 
peals] that the loss of such earnings could 
not be definitely determined and this prob- 
ably furnishes the explanation for the failure 
definitely to demand it. Petitioner not only 
did not insist upon the restoration of anti- 
cipated profits as a matter of fact, but 
based its claim for damages upon an alleged 
tortious injury to the good will of its busi- 
ness... . Injury to its business of course 
means injury to its financial standing, credit, 
reputation, good will, capital, and other pos- 
sible elements. Profits were one of the chief 
indications of the worth of the btisiness; 
but the usual earnings before the injury, 
as compared with those afterward, were 
only an evidential factor in determining 
actual loss and not an independent basis 
for recovery.” 


The circuit court seems to be saying 
that if the cashier had been able definitely to 
determine the profits and, consequently, the 
taxpayer had asked for profits, this would 
have been sufficient to convert a tax-free 
recovery of capital into a recovery of taxable 
income, Certainly, the distinction between 
profits as profits and profits as evidence 
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Recoveries for loss of good will accrue 
from injuries to capital — nontaxable. 


of worth is a theoretical distinction rather 
than a real one. Such things as credit, 
reputation and good will are elements of 
profit just as much as they are of net worth. 
The real reason the court did not hold that 
the recovery was income is the one at the 
very end of the quoted part of the opinion, 
namely, that the taxpayer did not make 
profits an independent basis for recovery. 

Durkee v. Commissioner, 47-1 ustc § 9279, 
162 F. (2d) 184 (CCA-6), rev’g CCH Dec. 
15,085, 6 TC 773, provides a good illustration 
of this point. In that case, the damage suit 
was settled. On the tax question, the circuit 
court held that because the taxpayer had 
sued for loss of good will, the recovery was 
capital; yet the amount sued for was exactly 
equal to the amount of profits taxpayer 
figured he had lost. His profits before the 
damage had been $8,000-$10,000 a year; he 
anticipated that increased good will would have 
made this $15,000-$20,000 a year during the 
ten-year damage period. He sued for $150,000, 
which was $15,000 a year for ten years. 

It might be argued that, even if a suit 
for just the $8,000 a year earned in the past 
would be a suit for lost profits, the in- 
clusion in the suit of a claim for the $7,000 
a year anticipated increase due to added 
good will made it a suit for capital. But 
at the time of suit the ten-year period had 
elapsed; so it would seem that, regardless 
of the allegation of loss of good will, a 
judgment for the taxpayer for $150,000 
would be equivalent to awarding him $15,000 
a year lost earnings for the past ten 
years. This means that the full $150,000 
would be income; and if this is so, the full 
amount of the settlement should be income. 
That it was not must be attributed to the 
fact that, both in his complaint and his 
evidence, the taxpayer called his loss goo 
will instead of profits. 

A statement by the Tax Court in a 1943 
memorandum decision (George De Long 
Bailey, cited previously) supports this con- 
clusion. Holding that certain corporate 
stockholders had realized taxable income 
by recovering their proportionate shares of 
profits made by the president through stock 
manipulation, the court said: 


“Some recoveries as a result of litigation 
are taxable and others are not. One test 
to determine the taxability of proceeds in 
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such a case is whether or not the taxpayer 
therein involved had sued for and recovered 
profits.” 


The court then went on to distinguish 
another case (The Central Railroad of New 
Jersey v. Commissioner, 35-2 ustc { 9575, 
79 F. (2d) 697 (CCA-3), rev’g CCH Dec. 
8228, 29 BTA 14) by saying: 

“TIt] ... is to be distinguished from 
the present case on this ground. The Court 
in that case stated the settlement was not 
based on a suit by the taxpayer to recover 
profits of which it has been deprived.” 


In another, later memorandum decision 
involving a suit for profits (W. Walley, Inc., 
CCH Dec. 16,290(M), 7 TCM 137), the 
Tax Court made the same distinction be- 
tween the case before it and Farmers & 
Merchants Bank of Catlettsburg, Ky. v. 
Commissioner. 


Can the taxpayer’s recovery be nontaxable 
even though the damage is not permanent? 
Or does the fact that the damage proved 
only temporary mean that the injury must 
be loss of profits and not damage to capital? 
Apparently, permanence in the sense of 
being driven out of business is not a must 
to establish injury to capital. It is true 
that in the Raytheon case the circuit court 
stressed the fact that the taxpayer had 
total destruction of the business and that 
“this was not the sort of antitrust suit 
where the plaintiff's business still exists 
and where the injury was merely for loss 
of profits.” However, in Farmers’ & Mer- 
chants’ Bank of Catlettsburg, Ky. v. Com- 
missioner, where the taxpayer succeeded in 
having its recovery excluded from income 
as a restoration of capital, the taxpayer’s 
banking business was not destroyed and 
the taxpayer continued in business as before. 


Suppose the taxpayer neglects to establish 
in the damage suit that his damage is to 
capital rather than income. Can he correct 
the. oversight in the Tax Court? No. He 
must have the foresight to make his tax 
record in the damage suit while he is con- 
centrating primarily on making his damage 
record. In Nicholas W. Mathey, CCH Dec. 
16,436, 10 TC 1099, aff’d 49-2 ustc { 9428, 


177 F. (2d) 259 (CA-1), cert. den. April 24, 
1950, the taxpayer sued a competitor for 
infringement of a patent on a certain ma- 
chine used in the manufacture of women’s 
shoes. The taxpayer alleged that he would 
have made large gains and profits but for 
the infringement, and that his competitor 
had been receiving these gains and profits; 
he asked enjoinment, and asked and re- 
ceived damages for loss of his profits. In 
the Tax Court, he offered evidence of dam- 
age to his business and contended that the 
recovery was a nontaxable restoration of 
capital. Holding the recovery taxable, the 
court said: 

“Evidence which the petitioner introduced 
here, relating to an alleged decrease in his 
net worth, damage to his financial standing 
and damage to his business reputation, is 
immaterial in the absence of a showing that 
that evidence was introduced in the in- 
fringement suit and was the basis of a part 
of the recovery.” 

The position taken by the court is en- 
tirely correct. The recovery of the damage 
and what it compensates the taxpayer for 
are established facts when the Tax Court 
comes into the picture; its only function 
is to identify the recovery as either income 
or capital. If the court that tried the 
damage suit erred in fixing the nature of 
the injury, the Tax Court has no jurisdiction 
to correct that error. 

In some cases, the taxpayer claims loss 
of both capital and profits. If such a 
claim is settled, the taxpayer should make 
sure that the settlement agreement allocates 
between capital and profits. Otherwise the 
Tax Court holds that the entire amount 
is income unless the evidence shows differ- 
ently. (Armstrong Knitting Mills, CCH 
Dec. 5918, 19 BTA 318; Arcadia Refining 
Company, v. Commissioner, 41-1 ustc { 9366, 
118 F. (2d) 1010 (CCA-5); The Martin 
Brothers Box Company, CCH Dec. 13,162 
(M), 1 TCM 999, aff’d 44-1 ustc f 9306, 142 
F, (2d) 457 (CCA-6); W. Walley, Inc., cited 
previously; Jay C. Morse Trust, CCH Dec. 
15,927(M), 6 TCM 855. This is consistent 
with the principle that the taxpayer has the 
burden of proof. [The End] 





More than 28,000,000 copies of Infant 
Care, the government’s baby book and its 
best seller, have been distributed. Some- 
times called the “mother’s bible,” Infant 
Care has been published by the Children’s 
Bureau, Federal Security Agency, since 
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1914. It is now in its ninth edition and 
has been translated into eight languages. 
Requests for editions of it have come 
from places as far away as Nigeria; copies 
of it—not in very good repair—have turned 
up in small Chinese villages. 
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By BENJAMIN B. LEVIN 
Attorney and CPA, Philadelphia 


f ipes: 1950 REVENUE Act contains pro- 
visions which seriously affect the con- 
duct of certain exempt organizations. These 
provisions apply only to those organizations 
which are exempt under Sections 101(1), (6), 
(7) and (14) of the Internal Revenue Code. 


Section 101 (1) exempts labor, agricultural 
and horticultural organizations. The Code 
sets up no further requirements than that 
the organization be one of these three kinds. 
If it is, it may be organized in any way and 
carry on any activities, except as limited by 
the changes made by the 1950 Revenue Act. 


Section 101 (6) provides that a corpora- 
tion or any community chest, fund or foun- 
dation is exempt if it complies with certain 
requirements. It must be organized and 
operated exclusively for religious, chari- 
table, scientific, literary or educational pur- 
poses, or for the prevention of cruelty to 
children or animals, and for no other pur- 
poses; no part of its net earnings may inure 
to the benefit of any private shareholder or 
individual; no substantial part of its activities 
may be the carrying on of propaganda or 
otherwise attempting to influence legislation. 


Section 101 (7) exempts business leagues, 
chambers of commerce, real estate boards 
or boards of trade, provided they are not 
organized for profit and no part of the net 
earnings inures to the benefit of any private 
shareholder or individual. 


Section 101 (14) exempts corporations 
organized for the exclusive purpose of hold- 
ing title to property and turning over the 
net income from the property to a tax- 
exempt organization. 


The changes in the 1950 Revenue Act 
were made to remedy certain so-called 
abuses which had arisen under these sec- 
tions of the law. The over-all picture is 
that of charitable foundations being created 


with small initial contributions and de- 
veloped into tremendous financial enter- 
prises; educational institutions acquiring 
successful businesses completely unrelated 
to their purposes; and charitable and edu- 
cational organizations purchasing real es- 
tate at high prices and on practically all 
borrowed money. All of this has resulted 
in a large amount of normal commercial 
earnings escaping taxation. 


Charitable foundations have been found 
by many people to be extremely useful. The 
principal reason given for establishing one 
is to provide funds for some one or more 
pet projects of the creator. However, there 
are usually additional purposes. 


One of the important advantages of a 
foundation is that it provides the individual 
with a flexible mechanism for handling his 
charitable contributions. He is able to make 
contributions up to 15 per cent of his income 
each year without being pressured to decide 
at the time which causes he wishes to sup- 
port and to what extent. His giving can 
now be done leisurely and with proper 
thought and consideration and yet he will 
take advantage of the maximum tax deduc- 
tion to which he is entitled. He can con- 
trol the amount which each charity will 
receive without having any effect on the sum 
he donates in the particular year. He may 
even give more to a certain charity than he 
is in a position to contribute to the founda- 
tion that year. Donations can now be made 
at the end of the year when the founder will 
know the amount of his income for the 
year. If he wishes to contribute assets 
other than money, there is no concern over 
whether their value is more or less than 
he would like to give to any one charity. 
The foundation can hold the assets until it is 
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decided to give them to a certain charity or can 
sell the assets and make monetary contribu- 
tions in accordance with the founder’s desires. 

There are a great many other advantages. 
Henry and Edsel Ford found the use of a 
foundation to be profitable to their family.’ 
Substantially all the nonvoting stock of the 
Ford Motor Company was turned over to 
the Ford Foundation upon the deaths of 
Henry and Edsel Ford. This has been esti- 
mated to represent over 90 per cent of the 
equity in the company. The Ford family 
received the voting stock, thereby having 
control of the company. They also had 
control of the foundation. This plan saved 
the estates so much in estate taxes that 
it was unnecessary to sell any of the Ford 
stock to the public to raise cash for taxes, 
and the company remained completely under 
the family control. 


Many foundations have been used to 
accumulate capital which to a great extent 
has been used for the benefit of the founder. 
The tax exemption permitted the capital 
to be built up quickly. With the additional 
funds the controlling parties have been able 
to finance endeavors beneficial to them- 
selves, such as lending money to the founder 
at a low rate of interest; acquiring assets 
which he hadn’t the funds to acquire and 
leasing these to him; and purchasing some 
or all of his stock in a family corporation 
upon his death, thereby providing cash for 
the estate and heirs. 


Charitable foundations have not been re- 
quired to distribute any portion of their 
funds for the purposes for which they were 
established. The founders have thus been 

1 Fortune, August, 1947, p. 108, col. 2; New 


York Times, April 19, 1947, p. 1, col. 4, and 
June 4, 1943, p. 23, col. 6. 
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able to retain in the organizations assets 
which could be used for many other purposes. 


A very interesting example of the use 
of these foundations for private benefit is 
the case of Textron, Inc.? Several trusts 
were established, including the Rhode Is- 
land Charities Trust, with an initial con- 
tribution of $500; the Rayon Foundation, 
with an initial contribution of $100; and 
the M. I. T. Trust, with an initial contri- 
bution of $500. At least one of these ac- 
quired securities from an investment trust 
in which the president of Textron, Inc. was 
interested, giving unsecured promissory notes 
in payment. They proceeded to accumulate 
capital, which was facilitated by the fact that 
no taxes had to be paid. This capital was 
used to acquire controlling interests in cor- 
porations. The assets of these corporations 
were converted into cash and distributed 
to the trusts as nontaxable dividends. These 
funds were then used to buy the securities 
of Textron, Inc. or its assets. Textron, Inc. 
was thus enabled to issue and sell highly 
advantageous types of securities and, fur- 
ther, could depend upon the trusts for fi- 
nancing. In one instance Textron wanted 
to buy a particular company but was finan- 
cially unable to do so. The Rhode Island 
Trust thereupon borrowed $4,500,000 and 
used this, together with notes to the stock- 
holders of the company being bought, to 
pay $7 million for all the stock. In the next 
year the trust distributed $5,774,000 in divi- 
dends to itself, sold part of the property 
to the Rayon Foundation and then sold the 
stock to Textron for $1,654,000. The Rhode 
Island Trust made a profit of approximately 
$500,000 in less than a year. In the next 





2Senate Rep. No. 101, 81st ‘Cong., 1st Sess. 
(1949). 
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two years and eight months this company, 
which was now owned by Textron, earned 
almost three times the amount paid by 
Textron for its stock. 


Acquisition of Going Businesses 


The acquisition of going businesses by 
tax-exempt organizations has been another 
sore spot for many years. This has been 
done not only by charitable foundations, 
but also by educational institutions. The 
methods used have been of two kinds. One 
is the acquisition by the organization of 
the business itself. The other is the creation 
of an organization to operate the business 
and pay the profits over to the controlling 
tax-exempt organization. 


Until recently, the courts had sanctioned 
these activities and, as to the situation 
where the charity itself owned the business, 
the Bureau of Internal Revenue had gone 
along. The Supreme Court decision upon 
which the courts have relied is Trinidad v. 
Sagrada Orden de Predicadores, 1 ustc § 88, 
263 U. S. 578 (1924). The court there stated 
that the destination, and not the source of 
the income, was the controlling factor, so 
that it was immaterial that the income was 
derived from commercial activities as long 
as it was being used for purposes which 
qualified the organization as tax exempt. 


The leading case holding that a corpora- 
tion which carried on commercial activities, 
but was owned by a tax-exempt organiza- 
tion and required to pay over all of its 
earnings to that organization, is also tax- 
exempt, is Roche’s Beach, Inc. v Commis- 
sioner, 38-1 ustc J 9302, 96 F. (2) 776 (1938). 
Originally the Bureau agreed with this de- 
cision, but then reconsidered and refused 


to grant exemption to such corporations 
(GCM 23063, 1942-1 CB 103). 


The most recent decision on this issue 
was in C. F. Mueller Company, CCH Dec. 
17,652, 14 TC 922 (1950); CA-3, June 20, 
1951. That case involved a corporation 
organized to purchase and operate a maca- 
roni-manufacturing business. Its certificate 
of incorporation provided that all of its 
profits were to be paid over to the New 
York University Law School. Likewise, 
all of the outstandjng stock was to be held 
for New York University, and eventually 
transferred to the school. The Tax Court 
decided that this corporation was taxable 
because the business was not being operated 
by New York University but by a separate 
corporation, and the decisions before Roche’s 
Beach, Inc., above, were not intended to 
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apply to such a situation. The court stated 
that it did not agree with the decision jn 
Roche’s Beach, Inc. However, the circuit 
court reversed the Tax Court and followed 
Roche’s Beach, Inc. This decision is con- 
trary to that in Community Services, Inc. v. 
U. S., 51-1 ustec J 9306, decided by the United 
States Court of Appeals for the Fourth 
Circuit on May 5, 1951. This confused sit- 
uation has been cleared up for the future 
by the Revenue Act of 1950. 


Another device used in conjunction with 
tax-exempt organizations is the sale of real 
estate to such an organization and the tak- 
ing back of a long-term lease. Such a sale 
can be at a price higher than would be 
secured in the open market because the 
buyer will not have to pay tax on the rental 
income. Generally, the price is set at a 
figure which will be paid off from the rental 
proceeds within a predetermined period of 
years. Because of the favored status of the 
purchaser, it is usually able to borrow most 
or all of the purchase price. Consequently, 
the tax-exempt organization receives a val- 
uable income-producing asset and the seller 
receives new capital, as well as other ad- 
vantages. It has been found in many in- 
stances that a larger amount of capital can 
be raised by commercial enterprises through 
this means than by any other. 


There are many other benefits to a tax- 
payer from such a transaction. Acquiring 
capital by this means avoids showing a 
liability on a balance sheet and also changes 
a fixed asset to a current asset. The entire 
financial picture of that company is thereby 
greatly improved, which makes for a better 
credit position. 


Sometimes property has been practically 
fully depreciated, but its market value is 
substantially in excess of book value. A sale 
will result in a gain which will be subject 
only to the 25 per cent capital gain rate 
and the leaseback will provide the seller 
with rental deductions in excess of the de- 
preciation that had been allowable. The 
rental deduction will include rental for 
the land as well as the building, whereas the 
depreciation could be computed only on the 
building. In addition, the rental deduction 
will be allowable for a period beyond the 
depreciable life of the property. 


There are times also when a deductible 
loss is highly advantageous. A sale of prop- 
erty which has a fair market value below 
its book value creates such a loss and the 
seller retails the use of the property through 
a leaseback. 
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The sale and leaseback of real estate has 
been engaged in frequently between depart- 
ment stores and educational institutions. 
Yale University purchased a building and 
warehouse in Kansas City from Spiegel, 
Inc., a Chicago mail order house, for $1 
million and leased it back for a period of 
one hundred years.’ Yale also owns, and 
leases to F. W. Woolworth Company, two 
properties for which it paid $9,300,000 and 
financed to the extent of $8,700,000.4 One 
of the best-known transactions is that be- 
tween Allied Stores Corporation and Union 
College of Schenectady.’ This involved a 
sale to a corporation owned by the college 
of practically all of Allied’s real estate for 
something in excess of $16,000,000. Union 
financed this by borrowing $4,000,000 from 
a bank and issuing $12,000,000 worth of 
first mortgage bonds which were sold to 
The Prudential Life Insurance Company. 
The properties were leased back to Allied 
for 30 years, with an option to renew. 
Allied could now deduct the rentals and 
had $16,000,000 of additional capital for use 
in its business. The above-described activi- 
ties of exempt organizations have now been 
materially restricted by the 1950 Revenue Act. 


Supplement U 


There has been added to the Internal 
Revenue Code Supplement U—the old Sup- 
plement U, relating to abatement of tax for 
members of the armed forces at death, hav- 
ing expired. Under this supplement there is 
taxed certain income of organizations exempt 
under Sections 101 (1), (6), (7) and (14). 


Section 421 provides that for taxable 
years beginning after December 31, 1950, 
the Supplement U net income of every 
organization exempt under Sections 101 (1), 
(6) and (7), which if taxable would be 
taxed as a corporation, is subject to the 
regular corporate normal and surtax rates. 
A similar provision is made as to any cor- 
poration exempt under Section 101 (14) 
which pays over its income to another or- 
ganization which is subject to the Supple- 
ment U tax. The exceptions are churches, 
and conventions or associations of churches. 
However, a corporation which is exempt 
under Section 101 (14) and pays over its 
income to a church, or convention or asso- 


ciation of churches, is subject to the Sup- 
plement U tax. Supplement U net income 
is not subject to the excess profits tax. 


Trusts which are exempt under Section 
101 (6) must pay tax on their Supplement 
U net income at the same rates as indi- 
viduals. 


The Supplement U net income is the 
amount by which the unrelated business 
net income exceeds an exemption of $1,000. 
Section 422 (a) defines unrelated business 
net income as the net income from any 
unrelated trade or business regularly car- 
ried on. There is excepted from this income 
the following: dividends; interest; annui- 
ties; royalties; rents from real property 
(except Supplement U lease rents); gains 
and losses from the sale or exchange of 
property which is not held for sale in the 
regular course of business; and income de- 
rived from research for the United States, 
a state or political subdivision thereof, a 
college, a hospital or a research organiza- 
tion. All items directly connected with any 
of the excluded income are not deductible. 


_ There is allowed to every such organization 
taxed as a corporation a deduction up to 5 
per cent of its unrelated business net income 
for charitable contributions as defined in Sec- 
tion 23 (q). To those taxed as trusts, a 
similar deduction based on Section 23 (0) is 
allowed in an amount up to 15 per cent of 
unrelated business net income. 


Income which is specifically exempt from 
the Supplement U tax is not taxable even 
though it is received directly from the con- 
duct of an unrelated business. 


We now have to define two terms. One 
is “unrelated trade or business” and the 
other is “regularly carried on.” 


The definition of “unrelated trade or busi- 
ness” as set forth in Section 422 (b) is any 
business “which is not substantially related” 
to the carrying out of the primary purpose 
of the organization, on the basis of which 
it is exempt under Section 101. 


The House Ways and Means Committee 
gives as examples of related activities the 
athletic activities of schools and the opera- 
tion of a university press. The Senate 
Finance Committee gives additional illustra- 
tions. In the case of a nonprofit hospital 





3 Wall Street Journal, April 12, 1947, p. 1, 
col. 6. 

4See ‘Criticized Uses of Federal Tax Exemp- 
tion Privileges by Charitable Foundations and 
Educational Institutions,’’ 98 University of Penn- 
sylvania Law Review 696, 698. 
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5 See Cary, ‘‘Corporate Financing Through the 
Sale and Leaseback of Property: Business, Tax 
and Policy Considerations,’’ 62 Harvard Law 


Review 1, 3. 





where some patients pay their own way, the 
income would not be considered unrelated. 
Likewise, the operation of a wheat farm, 
as part of its curriculum, by an exempt agri- 
cultural college would be considered a related 
business. However, the manufacture and 
sale of tires by a college is considered an 
unrelated business, even though the students 
may perform some minor clerical or book- 
keeping duties. 


The examples cited by the Congressional 
committees are clear and well defined. How- 
ever, there are bound to be borderline cases. 


The intent of Congress seems to be that 
if the primary purpose for carrying on the 
business is to accomplish the purpose for 
which the organization was created, with 
the profit motive being a secondary and 
incidental factor, the business will be con- 
sidered “related.” 


The law specifically provides that there 
shall not be considered as an unrelated busi- 
ness any one in which substantially all of 
the work is performed without compensa- 
tion; or which is carried on by a Section 
101 (6) organization primarily for the con- 
venience of the members, students, officers 
or employees; or which sells merchandise, 
substantially all of which has been received 
as contributions, 


Meaning of ‘Regularly Carried On” 


Next we have to determine what is meant 


by “regularly carried on.” The Senate Fi- 
nance Committee cites several examples. 
The giving by an exempt organization of an 
eccasional dance for which tickets are sold 
to the public does not come within the defi- 
nition of “regularly carried on.” However, 
if a parking lot is operated one day each 
week, that would be considered to come 
within the definition. 


Suppose a charitable group runs a dance 
ten or 12 times during the year for fund- 
raising purposes. Are the proceeds Sup- 
plement U income? 


The point of demarcation seems to be 
sporadic activity as opposed to constant 
activity. Therefore, it would appear that if 
an exempt organization gave a dance once 
a month throughout the year, the proceeds 
would be subject to the Supplement U tax. 


Congress did not stop at taxing profits 
from an unrelated business but also at- 
tacked the problem of sales and lease-backs 
by the same Section 101 (1), (6), (7) and 
(14) organizations. The report of the House 
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Ways and Means Committee sets forth 
three principal reasons for disapproving of 
these transactions where borrowed moneys 
are used. First, the tax-exempt organiza- 
tion is trading on its exemption and not 
merely trying to invest its own funds at a 
fair rate of return. Second, acquisitions of 
real property principally on borrowed funds 
can go on endlessly, because the organiza- 
tion is not limited to its own moneys. This 
could lead to the ownership by these organi- 
zations of the bulk of this country’s com- 
mercial real estate, thereby removing the 
rental proceeds from taxation. Third, the 
tax-exempt organization can, in effect, sell 
part of its exemption by either paying a 
price for the property in excess of its market 
value or charging lower rentals than would 
ordinarily be charged. Such an arrange- 
ment seems most likely to occur where the 
organization does not have to commit any 
of its own funds. 


Section 422 (d) of the Code, as added by 
the Revenue Act of 1950, provides for the 
inclusion in the unrelated business net in- 
come of that percentage of the rental income 
from a Supplement U lease which the lease 
indebtedness at the end of the year with 
respect to the leased premises is of the ad- 
justed basis of the premises at the end of 
the year. The formula would thus be the 
Supplement U lease indebtedness at the end 
of the year over the adjusted basis of the 
property at the end of the year times the 
rental income from the Supplement U lease. 
There is allowed as a deduction the same 
percentage of the taxes, interest on Supple- 
ment U lease indebtedness, depreciation and 
other expenses incurred with respect to the 
portion of the property on which there is a 
Supplement U lease. 


In computing the adjusted basis of the 
leased property at the end of the year an 
adjustment must be made for depreciation. 
However, as explained above, the amount 
of depreciation deductible is limited by a 
fraction, of which the adjusted basis of the 
property is the denominator. This creates 
a problem which seems to require the use 
of an algebraic equation. The total depre- 
ciation allocable to the Supplement U lease 
would be multiplied by a fraction in which 
the Supplement U lease indebtedness at the 
end of the year is the numerator and the 
basis of the property before adjustment for 
current depreciation minus “D” (represent- 
ing the amount of depreciation deductible) 
is the denominator. The result would be the 
amount of deductible depreciation. It re- 
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mains to be seen how this problem will be 
handled in the regulations yet to be issued. 


Where only part of the property is subject 
to a Supplement U lease, the indebtedness 
and the adjusted basis of the property must 
be allocated properly to the portion of the 
premises covered by such lease. Thus, it 
is conceivable that even though there be an 
indebtedness on a property, no part of it 
would be a Supplement U indebtedness. 
This would occur, for example, where the 
money is borrowed to make improvements 
to that part of the property on which there 
is no Supplement U lease, there being more 
than one tenant of the property. 


This provision for the taxing of income 
from a Supplement U lease applies not only 
to real property, but also to personal prop- 
erty leased together, or in connection, with 
the lease of real estate. A Supplement U 
lease is defined as a lease of real property 
for a term of more than five years, if at the 
end of the lessor’s taxable year there is a 
Supplement U lease indebtedness as to the 
leased property. 


The term of the lease is considered to 
include any period for which said lease may 
be renewed. Thus, a four-year lease with 
an option to renew for an additional two 
years is one for more than five years. Where 
there is a one-year lease with an option to 
renew from year to year, and the option is 
exercised each year, then during the fifth year 
the five-year rule becomes effective because 
the option to renew again for one year provides 
for more than a five-year term. In such a case, 
the possibility of the rentals being included in 
unrelated business income would arise for the 
first time in the fifth year of the lease. The 
rentals for previous years would not be 
affected. Where real property is acquired 
subject to a lease, the term of the lease for 
purposes of this section begins on the date 
of acquisition. 


In. a _ situation where an organization 
leases one building to several tenants and 
some of the leases are for more than five 
years and some for less, then the leases for 
more than five years may be Supplement U 
leases if one of several conditions exists. 
These conditions are that as to the leases 
for more than five years: (1) the rents 
equal 50 per cent or more of the total rents 
from the property or (2) such leases are for 
an area equal to 50 per cent or more of the 
total area of the property or (3) the rents 
from any one tenant exceed 10 per cent of 
the total rents from the property or (4) the 
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area occupied by any one tenant exceeds 
10 per cent of the total area of the property. 


A lease entered into for purposes sub- 
stantially related to the principal functions 
of the organization and a lease of premises 
in a building primarily designed for occu- 
pancy by the organization are not con- 
sidered to be Supplement U leases. For 
example, the purchase of a laundry by a 
hospital and a leaseback of the real estate 
and business to the sellers, with a provision 
that the laundry is to handle wash only from 
the hospital or its patients or from persons 
connected with the hospital, could not be 
a Supplement U lease. However, suppose 
the tenants were permitted to do business 
with the general public as well. Could the 
lease then become a Supplement U lease? 
This depends on an interpretation of the 
words “primarily for purposes which are 
substantially related.” If the capacity of the 
laundry was such that it could handle very 
little other than the hospital’s business, the 
lease would probably qualify as being primarily 
for a related purpose. 


. Supplement U lease indebtedness is the 
balance due on any debt incurred by the 
lessor for the purpose of acquiring or im- 
proving the property on which there is a 
lease for more than five years. Such indebt- 
edness may have been created before, after 
or at the time of the acquisition or improve- 
ment of the property. If incurred after- 
wards, then such incurrence must have been 
reasonably foreseeable at the time of the 
acquisition or improvement. 


It is not necessary that the debt be se- 
cured by a mortgage on the leased property. 
If the money is borrowed for the acquisition 
or improvement of the property, the loan 
and security for it may be from any source 
and in any form. Thus, the money may be 
borrowed from a bank and shares of stock 
pledged as security. 


The Senate Finance Committee gives as 
an illustration of a Supplement U lease in- 
debtedness a situation where an exempt 
organization places a mortgage on its lab- 
oratory to replace working capital consumed 
in the remodeling of another building, other- 
wise free of debt and leased for a long term 
to a grocery chain. This debt qualifies be- 
cause although it was incurred after the 
improvements were made, it would not have 
been incurred except for such improvements; 
also, the incurrence of the debt was reason- 
ably foreseeable when the improvements 
were made because it was known that the 
working capital would be needed to continue 
operations. 
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If real property is acquired which is sub- 
ject to a mortgage or similar lien, there is 
a Supplement U lease indebtedness even 
though the lessor does not assume the in- 
debtedness. This applies to acquisitions by 
gift and devise as well as by purchase. Such 
acquisitions by gift, bequest or devise prior 
to July 1, 1950, are excepted from this pro- 
vision. Likewise, where property is acquired 
by gift, bequest or devise prior to July 1, 
1950, which is subject to a lease requiring 
future improvements, an indebtedness in- 
curred to make such improvements is not 
a Supplement U lease indebtedness. 


Exemption from the effect of this section 
is granted to a Section 101 (14) corporation 
as to indebtedness incurred prior to July 1, 
1950, or after that date if required by a lease 
entered into prior to that date, provided all 
of the stock of the corporation is owned by 
a Section 101 (1), (6) or (7) organization 
and more than one third of such stock was 
acquired by gift or bequest. 


The question of the taxability of the 
profits of an organization which carries on a 
business but which is required to pay over 
all of its profits to an organization exempt 
under Section 101 has now been resolved 
by an amendment to that section. The 
confusion in the cases, which is evident from 
the previous discussion of this problem, need 
no longer bother anyone. The new Act 
provides that the income of such an organ- 
ization is not exempt under Section 101. In 
other words, it is subject to the same tax 
liabilities as any taxable business. 
This differs from the taxation of Supplement 
U net income, which is subject to only the 
normal and surtax rates, in that the income 
of a so-called “feeder organization” which 
is taxed as a corporation is subject to the 
excess profits tax also. 


other 


In addition to taxing the unrelated busi- 
ness net income of certain exempt organiza- 
tions and all of the income of certain so-called 
“feeder organizations,” the 1950 act provides 
safeguards against the use, for the personal 
benefit of anyone connected with them, of 
taxable trusts which claim large charitable 
deductions under Section 162 (a) and of 
Section 101 (6) organizations. 


Section 162 (a) of the Code, which per- 


mits a trust an unlimited deduction for 
income whitch, pursuant to the terms of the 
will or deed creating the trust, is paid or 
permanently set aside for the purposes spe- 
cified in Section 23 (0), is now limited by 
the addition of subsection (g) to Section 
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162. It is there provided that no deduction 
allowable under Section 162 (a) shall be 
allowed with respect to any unrelated busi- 
ness net income of the trust, even though 
it be set aside for the required purposes. 


Subsection (g) further provides that the 
deduction otherwise allowable under Sec- 
tion 162 (a) shall be limited to 15 per cent 
of the net income of the trust, if said trust 
engaged in a prohibited transaction after 
July 1, 1950. The transactions which are 
not permissible are the handling of income 
or corpus which has been permanently set 
aside or is to be used exclusively for char- 
itable or other purposes described in Sec- 
tion 162 (a), as follows: (1) making loans 
without adequate security and at an un- 
duly low rate of interest; (2) paying ex- 
cessive salaries for personal services; (3) 
making its services available on a preferen- 
tial basis while holding such income or cor- 
pus; (4) making a substantial purchase of 
any kind of property at an excessive price; 
(5) selling any substantial part of the assets 
for less than an adequate consideration; and 
(6) engaging in any other transaction which 
results in a substantial diversion of the 
assets. These transactions are prohibited 
only if they are entered into with the cre- 
ator of the trust, anyone who has made 
a substantial contribution to it, a member of 
the family of any of the aforementioned 
individuals or a corporatoin controlled by 
any of the aforementioned individuals through 
the ownership of 50 per cent or more of the 
voting stock or 50 per cent or more of the 
total value of all the stock. 


This limitation on the deduction other- 
wise allowed by Section 162 (a) applies only 
to the years following that in which the 
Bureau notifies the trust that it has engaged 
in a prohibited transaction, unless the action 
was intentional and involved a substantial 
part of the income or corpus. Thus, in the 
case of a trust lending money to its creator 
in 1951 and not charging him interest, if the 

3ureau notifies the trust in 1953 that this 
was a prohibited transaction, the limitation 
is applicable to 1954 and later years, but 
not to 1951 or 1952. However, if a trust 
sells a substantial portion of its assets to 
its creator in 1955 for less than the fair 
market value of such assets, and the pur- 
pose is to divert the assets to the use of the 
creator, the limitation may be applied to 1955 
and prior years, as well as to future years. 

If the deduction is limited by this pro- 


vision, it may be restored upon the filing of 
a claim in accordance with regulations to 
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be prescribed, if the Commissioner is satis- 
fied that the trust will not again knowingly 
engage in a prohibited transaction. Such 
restoration will apply to the years following 
the filing of the claim. 


No deduction will be allowed to any 
donor for income, estate or gift tax pur- 
poses for any contribution to a trust in a 
year in which it has lost its unlimited de- 
duction under Section 162 (a). Where the 
unlimited deduction is lost by a trust be- 
cause of an intentional diversion of a sub- 
stantial part of the assets, a deduction for 
a contribution to the trust in the year of 
such diversion or a prior year will be dis- 
allowed only if the donor or a member 
of his family was a party to the prohibited 
transaction. 


Deductions by trusts under Section 162 
(a) are also limited to 15 per cent of net 
income, where the income and corpus set 
aside for charitable and other described pur- 
poses and not paid out during the year are 
excessive in amount or duration in order to 
carry out the purposes of the trust; are 
used substantially for other purposes; or are 
invested in such a manner as to jeopardize 
the interests of the charitable and other 
such beneficiaries. This deduction is fur- 
ther limited to the amount actually paid 
out during the year for the Section 162 (a) 
purposes. 


Provisions similar to new Section 162 (g) 
are set forth in new Section 3813 to deny 
exemption to certain organizations which are 
exempt under Section 101 (6). It is provided 
that if a Section 101 (6) organization engages 
in a prohibited transaction, it will lose its ex- 
emption for all years subsequent to the year 
in which it receives notification from the 
Bureau that it has engaged in such a trans- 
action. If the transaction involves a sub- 
stantial part of the income or corpus and 
its purpose is to divert this from its exempt 
purposes, the exemption may be denied for 
the year of the transaction and for prior 
vears also. The definition of a prohibited 
transaction is the same as in Section 162 
(zg). The same provisions as are contained 
in Section 162 (g) as to regaining exempt 
status and the deductibility of a contribution 
to the organization by the donor are also 
included in Section 3813. 


Certain exempt organizations are excluded 
from these provisions. They are religious 
organizations (other than trusts), educa- 
tional organizations which conduct regularly 
constituted schools, organizations which re- 
ceive a substantial part of their funds from 
the United States or any state or political 
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subdivision thereof or from the general pub- 
lic, organizations directly connected with 
religious organizations (other than trusts) 
and organizations whose principal functions 
are providing medical or hospital care or 
medical education or research. 


An attempt was made by the House of 
Representatives to force charitable founda- 
tions and other organizations exempt under 
Section 101 (6) to actually distribute most 
of their income for the purposes for 
which they were created. This would have 
reduced to a great extent the use of such 
tunds for the personal benefit of individuals 
controlling the organizations. To accom- 
plish this, the House bill provided that 
income from investments which was accu- 
mulated in an amount in excess of one 
year’s income would be taxed. However, 
this section was eliminated from the bill 
as finally passed. It may very well be that 
an attempt will again be made to enact 
such a provision. 

The Revenue Act of 1950 will no doubt 
lessen the opportunities for the use of tax- 
exempt organizations for the advantage of 
their creators. Many of the things which 
have been done will no longer be possible. 
However, such organizations can still serve 
useful purposes for their founders within 
the framework of the new law. [The End] 
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Stock Purchase and 


| AWYERS have a favorite game called 
4 “Title, Title, Who’s Got the Title?” 
Probably no more fascinating playground 
for this pastime can be found today than 
the field of stock purchase and bonus plans. 


These are the arrangements where the 
employee and the corporation enter into an 
agreement which will sooner or later make 
the employee the owner of some of the 
corporation’s stock. The plan usually has 
a definite term extending from one to ten 
years. Employee contribution—often lim- 
ited to a percentage of his salary—may be 
required. If so, a “purchase price” for the 
stock may or may not be fixed. Sometimes 
if a price is stated, interest is charged on 
the unpaid balance. 


The employer may contribute to the plan 
directly or merely through crediting “divi- 
dends” against the price. Sometimes cash 
dividends are paid out to the employee 
during the term of the plan. A trust may 
or may not be used to effectuate the plan. 
In some cases no stock certificate is issued; 
in others, it is issued in the name of the 
employee, endorsed by him, and deposited 
with the employer as security. The em- 
ployee may or may not be able to vote the 
stock or sell or assign his interest during 
the term of the plan. 


If the employee quits or is discharged, he 
may be entitled to pay the price and re- 
ceive his stock or may be entitled only toa 
refund of his own contributions with or 
without the dividends and other employer 
contributions which have been credited to 
the fund. Usually the employee is not 





1 Alger-Sullivan Lumber Company v. Commis- 
sioner, 3 ustc { 921, 57 F. (2d) 3 (CCA-5, 1932). 

2 Gardner-Denver Company v. Commissioner, 
35-1 ustc § 9113, 75 F. (2d) 38 (CCA-7), cert. 
den. 295 U. S. 763; S. C. Toof € Company, CCH 
Dec, 6586, 21 BTA 916 (1930): Haskell & Barker 
Car Company, CCH Dec. 3290, 9 BTA 1087 
(1928), (nonacq.). 
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Bonus Plans, 


Qualified and Nonqualitied 


bound to complete the purchase. If he 
dies, his estate may complete the purchase 
or may be limited to a refund of the ac- 
cumulated credits. 


In view of the contingent nature of the 
employee’s rights, it is extremely difficult to 
say whether he owns the stock during the 
term of the plan or not. Yet the tax con- 
sequences depend heavily on this decision. 


Whether title has passed is traditionally, 
of course, a matter of the intent of the 
parties. But the use of the word “sale” is 
not controlling if other provisions of the 
contract are inconsistent with the passage 
of title.” Nor does the fact that the em- 
ployee may withdraw at any time, taking 
his contributions with him, refute a sale. 
An arrangement has been held a sale even 
though the employee is not obligated to 
contribute anything, dividends being credited 
against the price until paid.’ 

No one factor is determinative. All the 
provisions and conditions of the plan must 
be read together and weighed in the light 
of the conduct of the parties. 


To make the problem more complicated, 
the courts have added another -factor not 
related to title considerations: whether the 
arrangement is intended to compensate 
the employee. 


This test has been especially important, 
in the case of a bargain purchase, in deter- 
mining whether the employer is entitled to 
deduct the difference between the purchase 
price and the fair market value at the date 
the contract is entered into and whether 
that amount is income to the employee.‘ 


3 Ff. M. Lee v. Commissioner, 44-2 ustc { 9372, 
143 F. (2d) 4 (CCA-7); A. Levy & J. Zentner 
Company, CCH Dec. 8741, 31 BTA 386 (1934). 

4F. E. Taplin v. Commissioner, 2 ustc § 549, 
41 F. (2d) 454 (CCA-6, 1930); Rose v. Trust 
Company of Georgia, 1 ustc § 331, 28 F. (2d) 
767 (CCA-5, 1928); Hdison Brothers Stores, Inc., 
CCH Dec. 12,131, 45 BTA 472 (1941); Electric 


390 November, 1951 e TAX ES—The Tax Magazine 



















However, a change in the applicable regula- 
tions in 1946 would seem to eliminate this 
factor and make all such bargain sales to 
employees taxable.’ Whether this regula- 
tion will be followed by the courts remains 
to be seen. 


Although not normally cast in the form 
of an option, it is possible that the announce- 
ment of a stock purchase plan could be con- 
strued as granting an option, so that Section 
130-A, added by the Revenue Act of 1950, 
would apply if the purchase price is not 
less than 85 per cent of the fair market 
value when the announcement is made and 
if other conditions are met. It is not be- 
lieved, however, that Section 130-A was 
intended to apply to plans such as those 
discussed here. 


The tax consequences of these stock plans 
can best be summarized by dividing them 
into three title categories: 


(1) A sale on credit with a repurchase 
agreement. Title passes immediately the 
contract is signed. 


(2) A contract to sell. The price is fixed 
but no title passes until certain conditions 
are met. Usually the key condition is pay- 
ment of the final installment of the price. 


(Footnote 4 continued) 
Storage Battery Company, CCH Dec. 10,564, 39 
BTA 121 (1939) (acq.); Cooperative Furniture 
Company, CCH Dec. 573, 2 BTA 165 (1925). 
See the discussion on management compensa- 
tion in the ‘‘Illustrative Cases’’ division of the 
1951 CCH Standard Federal Tax Reports at 
8901.56 and following. 

5 Regs. 111, Sec. 29.22 (a)-1. 

‘Ww. M. Ritter Lumber Company, CCH Dec. 
8491, 30 BTA 231 (1934) (acq.); Commercial 
Investment Trust Corporation, CCH Dec. 8069, 
28 BTA 143 (1933) (nonacq.), aff'd per curiam, 
74 F. (2d) 1015 (CCA-2, 1935); Haskell & Barker 
Car Company, cited at footnote 2. Prior deci- 
sions would limit this deduction to plans in- 
tended to compensate the employee. If the 
change tn the Regulations (footnote 5) is valid, 
this intent is now presumed. 
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THE TAX CONSEQUENCES OF STOCK PLANS BEING 
SO DEPENDENT ON WHO HAS TITLE MAKES THIS 
A CONFUSED AND UNSETTLED FIELD OF LAW ... 









(3) A stock bonus plan. No title passes 
until the stock is delivered. 


NONTRUSTEED PLANS 
Sale on Credit 


Assuming the sale is at a bargain price, 
the corporation may deduct the difference 
between the fair market value when the 
employee signs up and the price® but not 
the difference between the fair market value 
when the stock is delivered and the price." 
Dividends credited on the price are not 
deductible, since title has passed and the 
stock is considered outstanding.® Interest 
on the unpaid balance of the purchase price 
is income to the employer.’ 


If treasury stock is used, capital gain or 
loss is recognized to the extent of the dif- 
ference between the cost of the stock and 
the fair market value when the employee 
signs up.” Presumably, invested capital is 
affected when this gain or loss is incorpo- 
rated into accumulated earnings and profits. 
Likewise, inadmissible assets should prob- 
ably be reduced when the employee signs up. 


If unissued stock is used, no gain or loss 
results... Invested capital is increased by 


™ Gardner-Denver Company v. Commissioner, 
cited at footnote 2. 


8 Gardner-Denver Company v. Commissioner 
and S. C. Toof é Company, cited at footnote 2; 
A. Levy & J. Zentner Company, cited at foot- 
note 3; W. M. Ritter Lumber Company and 
Commercial Investment Trust Corporation, cited 
at footnote 6; Hamilton Manufacturing Com- 
pany, CCH Dec. 1333, 3 BTA 1045 (1926). 

° Hamilton Manufacturing Company, cited at 
footnote 8. 


10The Tax Court’s rebellion on this point 
would seem finally quelled by the recent deci- 
sion in Commissioner v. H. W. Porter & Com- 
pany, Inc., 51-1 ustc { 9240, 187 F. (2d) 939 
(CA-3). The opinion contains a well-annotated 
discussion of this issue. 
11 Regs. 111, Sec. 29.22 (a)-15. 







the fair market value at the date the em- 
ployee signs up.” If the stock is issued in 
consideration of future services, invested 
capital may be increased only as the services 
are rendered.”™ 

The employee is taxable on the difference 
between the fair market value when he 
signs the contract and the price.* The dif- 
ference between the price and the fair 
market value when the stock is delivered to 
the employee is not the measure of income 
where the transaction is held to be a sale.” 


Dividends are income at the time credited 
on the purchase price.* Presumably, other 
contributions by the employer against the 
price would also be income when credited. 


The basis of the stock to the employee 
is its fair market value on the date the 
employee signs up.” 


Contract to Sell 


Perhaps the leading case illustrating this 
title category is Electric Storage Battery 
Company.” There, the employee was per- 
mitted to purchase one share of stock for 
each $500 of annual salary. Payments were 
made at the rate of $1 per share per month 
through wage deductions. “Dividends” were 
credited against the price, and the stock was 
held as security until the price was paid. 
If employment ceased, the employee was 
refunded his payment, plus 5 per cent in- 
terest, but not the dividend credits. On 
his death, however, his estate received his 
payments plus the dividend credits. When 
the arrangement was entered into in 1926, 
the price was $58 per share and the fair 
market value was $77.50. On the delivery 
date in 1929, the fair market value was $82. 


The court held that the “dividends” 
credited were deductible in the year the 
stock was delivered but not the excess of 
the fair market value of the stock on the 
delivery date over the price.” The court 
also denied a deduction for the excess of 





12 Charles F. L’Hommedieu & Sons Company, 
CCH Dec. 2124, 6 BTA 41 (1927): I. T. 2041, 
III-1 CB 392; O. D. 248, 1 CB 288. But see 
W. M. Ritter Lumber Company, cited at foot- 
note 6, and Haskell & Barker Car Company, 
cited at footnote 2, where only the purchase 
price was included. 

13 A. R. R. 1300, II-1 CB 191. 


14 Regs. 111, Sec. 29.22 (a)-1. The intent to 
compensate is presumed under this regulation. 

%FL, M. Lee v. Commissioner, cited at foot- 
note 2: Durkee v. Welch, 2 ustc § 695, 49 F. 
(2a) 339 (DC Calif., 1931); Gordon M. Evans, 
CCH Dec. 10,538, 38 BTA 1406 (1938). 
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the fair market value at the date the con- 
tract was entered into over the price on 
the ground that no compensation was in- 
tended. Under the new Regulations this 
would now be allowable. 


The result of this case can be explained 
on the title theory by treating the arrange- 
ment as a contract to sell with title to pass 
on delivery. Thus, the dividends were 
additional compensation, since the stock 


was not outstanding until the delivery date. 
However, the contract to sell fixed the 
price, and, therefore, the market value at 
the date of delivery was immaterial. 


Under a similar arrangement in Thurman 
v. Studebaker Corporation.” it was held that 
the dividends were deductible by the cor- 
poration in the year they were credited to 
the plan rather than all in the year the 
stock was delivered. This difference in the 
time for deduction might be explained by 
the less contingent rights of the employee 
in the Studebaker case. In any event, after 
the Revenue Act of 1942 such “dividends” 
are not deductible in the year contributed 
if the employee’s rights are forfeitable.” 

If treasury shares are used, gain or loss 
is probably recognized to the corporation in 
the difference between the cost and the fair 
market value when the contract is entered 
into. In view of the contingent nature of 
the employee’s rights, this gain or loss may 
not be reportable until the delivery date. 
Similarly, where unissued shares are used, 
invested capital will be increased by the fair 
market value at the date the contract is 
entered into, but the corporation may not 
become entitled to the increase until the 
stock is delivered. 

As for the employee, the dividends cred- 
ited are not income until the terms of the 
contract are completed.” Presumably other 
contributions by the employer against the 
price would be income at the same time. 
The basis of the stock to the employee is 
apparently his contributions plus the em- 
ployer’s contributions. 





%F, M. Lee v. Commissioner, cited at foot- 
note 3. See also De Guire v. Higgins, 47-1 ustc 
7 9165, 159 F. (2d) 921 (CCA-2), cert. den. 331 
U. S. 858. 

7 Regs. 111, Sec. 29.22 (a)-1; J. W. Robinson 
v. Commissioner, 3 ustc § 971, 59 F. (2d) 1008 
(CCA-6, 1932); HE. D. Knight, CCH Dec. 8077 
28 BTA 188 (1933) (acq.). 

18 Cited at footnote 4. 

1% A similar result was reached in United 
States Steel Corporation, CCH Dec. 13,370, 2 TC 
430 (1943) (acq.). 

20 37-1 ustc { 9188, 88 F. (2d) 984 (CCA-7). 

21 Code Sec. 23 (p)(1)(D). 

22.0. D. 763, 4 CB 76. 
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Stock Bonus Plans 


Where there is no contract to sell and 
no title passes until the stock is delivered 
to the employee, the employer is entitled 
to a deduction for the fair market value 
less the employee’s contributions when its 
liability to deliver the stock accrues.” This 
is true even though unissued stock is used.™ 


“Dividends” paid to the employee during 
the term of the plan are deductible as addi- 
tional compensation.” Thus, such “divi- 
dends” reduce invested capital via earnings 
and profits in the following year only. 
“Dividends” credited on the “price” may be 
ignored, since the credits are only book- 
keeping entries. 


Where treasury stock is used, gain or 
loss is taxable to the employer in the amount 
of the difference between the cost and the 
fair market value when its liability to de- 
liver accrues.” Such gain or loss affects 
invested capital through earnings and profits 
in the next year. Also, inadmissibles should 
be reduced when the employer’s liability 
accrues. If unissued stock is used, invested 
capital is increased by the fair market value 
at this date.” 


During the term of a bonus plan, the 
stock is not outstanding for the purpose of 
determining whether a parent owns 95 per 
cent thereof and so may include the em- 
ployer (its subsidiaries) in a consolidated 
return.” 


The fair market value at the date the 
stock is received or made available to the 
employee less the employee’s contributions 
is taxable income to him on the cash basis.” 
This is often a different amount from that 
which the employer deducts, because the 


23 International Freighting Corporation, Inc. 
v. Commissioner, 43-1 ustc J 9334, 135 F. (2d) 310 
(CCA-2); Indianapolis Glove Company v. U. S8., 
38-1 ustc J 9235, 96 F. (2d) 816 (CCA-7); Alger- 
Sullivan Lumber Company v. Commissioner, 
cited at footnote 1; Hudson Motor Car Company 
v. U. 8., 3 ustc § 1121, 3 F. Supp. 834 (Ct. Cls., 
1933); Package Machinery Company, CCH Dec. 
8186, 28 BTA 980 (1933) (acq.); I. T. 1197, I-1 
CB 20: A. R. M.. 114, 4 CB isi: O. D. SV, 
3 CB 144. 


4H, C. Stillman Shoe Company, CCH Dec. 
14,739(M), 4 TCM 845 (1945); I. T. 2041, cited 
at footnote 12. Where only the par value was 
claimed: Farming Corporation, CCH Dec. 3969, 
11 BTA 1413 (1928). 


%J7. T. 2041, cited at footnote 12. Even after 
shares were issued: Karagheusian, Inc., CCH 
Dec. 13,649(M), 2 TCM 1142 (1944). 


26 International Freighting Corporation, Inc. 
v. Commissioner, cited at footnote 23. 
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employee will normally not receive the stock 
for several weeks after the employer’s lia- 
bility accrues. The basis of the stock to 
the employee is also its fair market value 
when received.” 


Where, during the term of a plan, one 
class of shares was substituted for another, 
no gain was recognized to the employees 
participating in the plan, since they were 
not stockholders.” 


TRUSTEED PLANS 


Where a trust is used to effectuate a 
stock plan, the employer may contribute the 
stock directly to the trust or may make 
cash contributions which, together with the 
employee’s contributions, will be used by 
the trustee to purchase the employer’s stock 
either from the employer or on the open 
market. 


Nonqualified 


Such trusts may or may not be qualified 
under Section 165. Those that are not 
qualified, however, appear to be tax traps 
at the present time. Prior to the 1942 
amendments to Section 23 (p), an employer 
could deduct contributions to an irrevocable 
employee’s trust even though the employee’s 
rights were forfeitable.™ Section 23 (p) 
(1) (D), however, now requires the em- 
ployee’s rights to be nonforfeitable before 
a deduction can be taken under a nonquali- 
fied plan. 


Where the employee’s rights are for- 
feitable when the contribution is made, Reg- 
ulations 111, Section 29.23 (p)-11, denies the 
employer a deduction at any time for such 






27 See footnote 12. 


2 R. T. Moore v. McGrawl, 1933 CCH Stand- 
ard Federal Tax Reports { 9142, 63 F. (2d) 593 
(CCA-5). 

2F. §. Olson v. Commissioner, 1933 CCH 
Standard Federal Tax Reports { 9544, 67 F. (2d) 
726 (CCA-7); A. R. M. 114 and O. D. 570, cited at 
footnote 23. Cf. Schaefer v. Bowers, 1931 CCH 
Standard Federal Tax Reports { 9461, 50 F. (2d) 
689, cert. den. 284 U.S. 668. 


3% J, C. Bradbury, CCH Dec. 7147, 23 BTA 1352 
(1931). 


31 Thomas A. Hunter, Jr., CCH Dec. 9207, 33 
BTA 941 (1936). 


3% Texas Pipeline Company, CCH Dec. 8890, 
32 BTA 125 (1935) (nonacq.); Chrysler Corpo- 
ration, CCH Dec. 11,325, 42 BTA 795 (1940) 
(aeq.). Cf. General Outdoor Advertising Com- 
pany, Inc. v. Helvering, 37-1 ustc { 9290, 89 F. 
(2d) 882 (CCA-2), where a corporation was 
formed to handle the plan. 
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Life insurance was the form of thrift most 
widely used by American families in 1950. 


contribution.” The reasoning is that no 
deduction is allowable when the contribu- 
tion is made to the trust because the em- 
ployee’s rights are then forfeitable, and no 
deduction is allowed when distribution is 
made from the trust to the employee be- 
cause the employer has “paid” nothing in 
that year. 


Qualified 


Where the trust is qualified, the employer 
receives a deduction when the contribution 
is paid to the trust. If the contribution 
is made in stock, the excess of the fair 
market value of the stock when delivered to 
the trust over any price paid by the trust 
is the measure of the deduction.™ 

Where treasury stock is used, the excess 
of the fair market value of the stock when 
delivered to the trust over the cost to the 
employer is gain or loss.* Invested capital 
is affected by such gain or loss through 
earnings and profits and by a reduction in 
inadmissibles. Where unissued stock is 
used, invested capital should be increased 
by the fair market value when the stock is 
delivered to the trust. 


Dividends paid on the stock held by the 
trust would not seem deductible, since the 
stock is outstanding.” 


The trust, being qualified, is exempt from 
taxation on any bargain it may enjoy in 
purchasing the stock from the employer 
and on dividends paid to it on the stock. 


The employee realizes income when the 
stock is distributed to him to the extent 
that the fair market value of the stock when 
received exceeds his contributions.” How- 





8 Regs. 111, Sec. 29.23 (p)-11: “If an amount 
is paid during the taxable year but the rights 
of the employee therein are forfeitable at the 
time the amount is paid, no deduction is allow- 
able for such amount for any taxable year.” 

*% Only the cost was allowed where proof of 
fair market value was lacking: Elgin National 


Watch Company, CCH Dec. 
(1929). 

35 J, T. 3357, 1940-1 CB 11. 

36 Where the trust was revocable, however, 
dividends paid to the employees were deduct- 
ible: I. T. 2358, VI-1 CB 90. 

31 Schaefer v. Bowers, cited at footnote 29: 
Ralph H. Jackson, CCH Dec. 10,922, 40 BTA 
1094 (1940): I. T. 2370, VI-2 CB 28: K. R. Clark, 
Profit Sharing and Pension Plans (1946), pp. 
291, 294. The law has a checkered history on 
this point. The 1921 act taxed the fair market 
value of the stock distributed less the em- 
Ployee’s contributions. The 1928 act in Section 
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ever, most authorities feel that no loss will 
be allowed the employee if the fair market 
value of the stock distributed is less than 
his contributions. The basis of the stock 
to the employee is its fair market value 
when received, except that where the stock 
is worth less than the employee’s contribu- 
tions, the amount of the contributions be- 
comes his basis.” 

If dividends are distributed currently from 
the trust, they would seemingly be taxed as 
annuities under Section 22 (b) (2). Where 
the employee is paid the entire amount to 
his credit in the trust on account of sepa- 
ration from service (including death), his 
profit is taxed at long-term capital gain 
rates; except that under the amendment 
made to Section 165 (b) by the Revenue 
Act of 1951, he is not taxed on any un- 
realized appreciation on the stock of his 
employer while the stock was in the trust 
until he sells it.” 


CONFUSED FIELD OF LAW 


The dependency of the tax consequences 
of these plans upon the status of the title 
makes this a confused and unsettled field 
of law. Furthermore, the changes wrought 
by the 1942 amendments to Sections 23 (p) 
and 165 and the recent decisions holding 
that an employer realizes gain or loss upon 
contributing treasury stock to such a plan 
have done little to decrease this uncertainty. 

Progress would seem to lie in the direc- 
tion of a stricter adherence by the courts 
to the conventional rules for determining 
title rather than in the attitude that “taxa- 
tion is not so much concerned with the 
refinements of title.” “ Tenuous as it is, the 
title theory furnishes a better guide to the 
taxpayer who must plan ahead than the 
“intent to compensate” test or other “ano- 
dynes for the pains of reasoning.” ® 


‘[The End] 


165 expressly provided that only employer 
contributions and not appreciation on the stock 
should be taxed. In 1932 the language of the 
1926 act was reinstated on the ground that 
falling security prices were compelling em- 
ployees to pay a tax on more than the fair 
market value of the stock distributed. This 
provision continued without change until 1942. 
Thus, when new Section 165 (b) was added in 
1942, it replaced a provision calling for taxation 
of the entire fair market value of the stock 
at distribution less the employee’s contributions. 

%7. T. 2657, XI-2 CB 55. See also O. A. 
Olstad, CCH Dec. 8972, 32 BTA 670 (1935) 

39 I. T. 2657, cited at footnote 38. 

* Code Sec. 165 (b). 


41 Corliss v. Bowers, 2 ustc 9525, 281 U. S. 
376, 378 (1930). 


“ Commissioner v. Sansome, 3 ustc { 978, 60 
IF’. (2d) 931 (CCA-2, 1932). 
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The Collapsible Corporation 


Through the Looking Glass 


By NORMAN E. SCHLESINGER 


CODE SECTIONS 117 (m) AND 112 (b) (7) ARE RECONCIL- 


ABLE AS TO THE LETTER OF THE LAW BUT IRRECONCILABLE 


RIOR to the Revenue Act of 1950, the 

well-advised builder would create a cor- 
poration, the sole purpose of which was the 
erection of a large building or housing de- 
velopment. The construction being completed, 
the accepted procedure dictated the dissolu- 
tion of the corporation and the sale of the 
project made by the former stockholders. 


Whatever sound business motives may 
have suggested this procedure, it would be 
naivete not to recognize its tax-saving con- 
sequences. Congress, therefore, in its re- 
cent attempt at loophole plugging, has enacted 
Internal Revenue Code Section 117 (m) to 
prevent the tax avoidance resulting from 
this type of transaction. However, the 
contemplated effect of this new Code pro- 
vision’ seems to be frustrated by the relief 
provisions of Section 112 (b) (7) re-enacted 
for the year 1951. 


This discussion will attempt to analyze 
the problem of the builder’s transaction, the 
operation and effect of Section 117 (m) and its 
conflict in principle with Section 112 (b) (7). 

The normal taxes and surtaxes on corpo- 
rate profits over $25,000 a year are now at 
a 47 per cent rate. In addition, the excess 
profits tax rate of 30 per cent? can cause top 
dollars of profit to be taxed at 77 per cent. 
In contrast, the long-term capital-gain rate 
of 25 per cent* makes taxpaying for this 


1S. Rep. 2375, 81st Cong., 2d Sess., p. 45, 
described the ‘‘collapsible corporation’’ transac- 
tion as one in which stockholders were avoiding 
$3 million in taxes annually. Section 213 (Code 
Section 117 (m)) was designed to close this 
loophole. 

2 Code Section 430. 

3 Code Section 117 (c). 

Under the Revenue Act of 1942, the com- 
bined normal and surtax rates on corporate 
taxable income were 21 per cent on the first 
$5,000, 23 per cent on the next $15,000, and 
25 per cent on the next $5,000. Income between 


Collapsible Corporation 


AS TO THE SPIRIT OF THE LAW, SAYS MR. SCHLESINGER 





class of transaction unquestionably desir- 
able. Even prior to the present high tax 
rates, the 38 per cent total normal and sur- 
tax rates and the 53 per cent rate in the 
notch* created a noticeable contrast with 
the capital-gains rate. 


The tax-conscious builder had been able 
to avoid the high bracket rates; * in addition, 
he was able to avoid the second tax assess- 
able on the profit dollars removed from 
corporations either through dividends* or 
on liquidation.” The technique involved 
liquidating the corporation formed to con- 
struct the project at the time when the 
building or houses were completed and 
ready for sale. The apple had become ripe. 
If it had been sold by the constructing cor- 
poration, ordinary income subject to normal 
tax and surtax would have resulted. How- 
ever a liquidation before the sale permitted 
this potential profit to be taxed as a capital 
gain, representing the difference between 
the original cost of the corporate stock and 
the value of the building received. 


At this point, the builder had avoided a 
conceivable 77 per cent tax on top profit 
dollars and paid a capital gain tax at 25 
per cent if his stock were held for more 
than six months.® This technique effec- 
tively converted what would have been or- 
dinary income into a capital gain. Further 


$25,000 and $50,000, called the ‘‘notch’’ in tax 
parlance, was taxed at 53 per cent, and income 
over $50,000 at 38 per cent. 

5 Builders who were engaged in one or more 
highly profitable ventures during a taxable year 
often found the corporation income tax rates 
lower than those applicable to individuals. This 
was especially true before the income-splitting 
advantage to married taxpayers enacted under 
the Revenue Act of 1948. 

® Code Section 22 (a). 

7 Code Section 115 (c). 

8 Code Section 117 (a). 








The author is a member 
of the New Jersey bar and a certified public accountant 


tax saving was afforded in the next step. 
Normally, to transfer profit dollars earned 
by a corporation to the individual stock- 
holders, dividends subject to personal in- 
come taxes could be declared;® or the 
corporation could be liquidated, providing 
a possible capital gain.” The builder could 
avoid there being two taxable events, that is, 
one at the sale of a building and a second 
when profit dollars are made available to 
the stockholders. They would collapse the 
corporation, pregnant with profit. By sell- 
ing the building in the taxable year of 
liquidation, the adjusted basis of the build- 
ing to measure gain on its sale and the sale 
price could then be fixed at the same figure. 
Thus, any profit on the ultimate sale would 
be eliminated. 


In the peculiar jargon of the tax prac- 
titioner, this technique was called the “col- 
lapsible corporation.” Its application in the 
motion-picture industry achieved the same 
results, but followed a slightly different 
pattern." After the corporation formed to 
produce one movie was liquidated, the stock- 
holders often distributed the picture as joint 
owners. The earnings from showings would 
be applied to the liquidating value of the pic- 
ture. It was impossible to fix the liquidating 
value at the same figure as the total earnings 
from showing the picture. Therefore, it 
was possible for the joint holders to earn 
ordinary income if the profits exceeded the 
picture’s liquidating value. 


Congress adopted the practitioner’s phrase 
“collapsible corporation” in drafting Sec- 
tion 117 (m). Its most important feature 
is the definition of a “collapsible corpora- 
tion” on whose stockholders are placed 
limitations to their reporting capital gains. 


® See footnote 6. 

10 See footnote 7. 

11See footnote 1. The committee stated: 
“The device has been used principally in the 
motion-picture industry.”’ 

12 45-1 ustc ff 9215, 324 U. S. 331, 65 S. Ct. 707. 
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A corporation “formed or availed of prin- 
cipally for the manufacture, construction, or 
production of property ... with a view to 

. . the sale or exchange of stock by its 
shareholders . or a distribution to its 
shareholders . . . of a substantial part of 
the net income to be derived from” property 
manufactured, constructed or produced by 
the corporation prior to its realization by 
the corporation, is a collapsible corporation. 
A more detailed explanation of this defini- 
tion is necessary. 


In the definition, the words “formed or 
availed of’ serve to encompass both the 
existing corporation used to accomplish the 
tax-saving result of the “collapsible corpo- 
ration,’ as well as one newly formed for 
that purpose. The word “principally” seems 
to be one of debatable purpose and requires 
considerable clarification. However, it would 
be well, before considering this word, to 
examine the rest of the section. 


In many instances, it had been inadvis- 
able to liquidate a corporation and permit 
the stockholders to sell the building. In 
spite of the Supreme Court’s modification 
of the Court Holding Company” rule in the 
Cumberland Public Service Corporation case,” 
caution must be exercised lest the sale by 
the stockholders be construed as a sale by 
the corporation. To avoid this pitfall, the 
stockholders would often sell their stock 
and obtain a gain measured by the cost and 
the increased value created by the com- 
pleted building. In reality the purchaser 
was buying a building and not stock and, 
therefore, paid for the value of the building. 
As far as the selling stockholder was con- 
cerned, he had converted ordinary income 
into capital gain. Both parties had achieved 


18 50-1 ustc § 9129, 338 U. S. 451, 70 S. Ct. 280; 
cf. Fairfield Steamship Corporation v. Com- 
missioner, 46-2 ustc J 9322, 157 F. (2d) 321, cert. 
den. 329 U. S. 774, 67 S. Ct. 193; Rose Kaufmann 
et al. v. Commissioner, 49-1 ustc { 9268, 175 
F. (2d) 28. 
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the intended tax result for the transaction. 
The purchaser would then be in a position 
to liquidate the corporation with no further 
taxable gain. This technique is now pre- 
vented by the words “the sale or exchange 
of stock by its stockholders (whether in 
liquidation or otherwise)” included in Sec- 
tion 117 (m) (2) (A) (i) so that this gain 
transaction is taxed as ordinary income, 


The definition of a “collapsible corpora- 
tion” requires that the corporation is 
“formed or availed of ... with a view to... 
a distribution to its shareholders” of a “sub- 
stantial part of the net income to be derived 
from” the property manufactured, constructed 
or produced. To avoid dispute as to the 
word “substantial,” the section set a stand- 
ard of 70 per cent. Thus, if a stockholder 
has recognized gain, 70 per cent of which 
is attributable to the property manufactured, 
constructed or produced, he must pay tax at 
normal and surtax rates instead of the pre- 
viously available capital-gains rate. 


Property manufactured, constructed or pro- 
duced from which substantial gain to the 
stockholder is attributable includes any 
property, whether manufactured to any ex- 
tent by the “collapsible corporation” or by 
others, held by the “collapsible corporation” 
either at cost or at the transferor’s basis. 
If there is an unrealized profit substantially 
arising from the property which is passed 
on to the stockholders so that they could 
have converted it into a capital gain, Section 
117 (m) would seem to apply. 


The construction corporation which sub- 
contracts all or most of the work would be 
covered by the section. It also covers the 
corporation which first acquires a completed 
building in a tax-free exchange before gain 
is realized, and thea passes such potential 
gain to its stockholders in an attempted 
capital-gain transaction. 


The section contemplates that when ten 
or more individuals, unrelated to each other, 
equally join in a corporate venture, they are 
not ‘considered as using the corporate 
pocketbook to change ordinary income dol- 
lars into capital-gain dollars. The section 
is specifically limited to the stockholder 
owning more than 10 per cent, in value, of 
the outstanding stock. The words “in 
value” have significance in that they pre- 
vent the circumvention of the section by 
issuing two classes of stock. It might have 
been possible, if the words “in value” were 
not in the section, for Stockholder A to own 
all of ten shares of preferred stock out- 


standing, which represent a prior right on 
liquidation to the extent of the value of 
the building, leaving nothing for 90 shares 
of common stock, and to achieve a pre- 
Section 117 (m) result. 


A further limitation on the section arises 
if the property manufactured, constructed 
or produced is held for more than three 
years from the date of its completion before 
wt is either transferred to the stockholders 
in liquidation or there is a sale or exchange 
of stock by the stockholders in which they 
realize gain before the corporation realizes 
gain. This provision will cause many build- 
ing corporations to become management 
corporations for at least three years. 


It might be well at this point to give 
more detailed consideration to the word 
“principally.” As used in Section 117 (m), 
a “collapsible corporation” means a corpo- 
ration formed or availed of principally for 
the manufacture, construction or production 
of property, or for the holding of stock in 
a corporation so formed or availed of with 
a view to “(i) the sale or exchange of stock 
by its shareholders. . . .” The problem 
arises in construing the intention of Con- 
gress as to which part of the clause “princi- 
pally” should modify: that is, principally 
for the manufacture, construction or pro- 
duction, etc., or principally with a view to 
the sale or exchange of stock by the stock- 
holders, etc.” 


The Senate committee report ™ offers little 
aid to a solution. However, it is this writer’s 
opinion that “principally” was not intended 
as a modifier of “manufacture, construction 
or production” because as used in that sense 
it would be surplusage. Section 117 (m) 
(2) (B) indicates that if a corporation man- 
ufactures, constructs or produces property 
to any extent or if it holds property manu- 
factured, etc., by others at the transferor’s 
adjusted cost basis, it is deemed to have 
manufactured, constructed or produced 
property. This clause denies any words of 
limitation. In the light of the meaning of 
Section 117 (m) (2) (B) and the general 
purpose of the entire section, a recognized 
gain arising from the sale or exchange of 
stock or a distribution of property prior to 
its realization—which gain is more than 70 
per cent attributable to the property manu- 
factured, constructed or produced—would 
be reportable as ordinary income, without 
regard as to whether the corporation was 
formed or availed of principally for manufac- 
turing, constructing or producing property. 





144See Rabkin and Johnson, Income Gift and 
Estate Taxation, Vol. 1 C, Sec. 1B. 


Collapsible Corporation 


18 See footnote 1. 













































































































































































Experience has taught that the pitfalls 
of using Section 112 (b) (7) are deep. 





“Principally” should be construed as 
modifying “with a view to... (i) the sale 
or exchange of stock by its shareholders 

. or a distribution to its shareholders, 
prior to realization by the corporation ... of 
a substantial part of the net income to be 
derived ....” The true intent of the section 
would then be reached. 


Assume, for example, that a construction 
corporation completed a building and held 
it as rental property for two years and that 
there was no intention by the sole stock- 
holder, A, of selling the stock or of liquidat- 
ing the corporation. At the end of two 
years, A died, and his executor had to sell 
some of the corporate stock to raise funds 
to pay the estate tax. Or suppose that 
before the end of the three-year period 
following the completion of the building, a 
judgment creditor levies on A’s stock and 
it is transferred at its fair market value in 
satisfaction of the debt. In both of these 
situations a capital gain would normally re- 
sult. However, unless the word “principally” 
refers to “with a view to,” the transaction 
would not be taken out of the operation 
of Section 117 (m). The intent of Congress 
which may be gleaned from the Senate com- 
mittee report is to plug the loophole in 
cases where a corporation is formed, or 
availed of principally, to convert ordinary 
income into capital gain—not, as it seems 
apparent, to prevent the normal capital- 
gains transaction. 

The Revenue Act of 1950 has introduced 
an inconsistency in that the spirit of Sec- 
tion 117 (m) seems to be partially frustrated 
for 1951 by Section 112 (b) (7).% Gener- 
ally, this provision which has been re-enacted 
in the 1950 act, permits a corporation elect- 
ing to liquidate under its terms within one 
calendar month in 1951 to postpone, gains 
on the appreciation of property until ulti- 
mate sale by the stockholders. 

Gains arising on complete corporate liqui- 
dations are normally taxed under Section 
115 (c) at capital-gain rates. When Section 


112 (b) (7) is used, an individual stock- 
holder pays a tax at normal and surtax 
rates on his proportionate share of the ac- 
cumulated earnings and profits of the corpo- 
ration. If any cash and the value of securities 
acquired after August 15, 1950, by the 
stockholder exceed his proportionate share 
of accumulated earnings, this excess is taxed 
as a long- or short-term capital gain. There 
is no recognition of gain on other property re- 
ceived, and merely a basis adjustment is made. 


If the construction corporation were to 
elect under Section 112 (b) (7), the effect 
of Section 117 (m) would be avoided. As- 
sume, for example, that the corporation was 
formed to construct an apartment house. 
The completed building and a small amount 
of cash is on hand to pay outstanding obli- 
gations and payroll. There are as yet no 
accumulated earnings because no sale has 
taken place. If 80 per cent of the qualified 
stockholders elect in writing and file a 
notice of such election within 30 days, 
Section 112 (b) (7) will require tax at capi- 
tal gains rates on any of the cash in excess 
of the liabilities distributed to the stock- 
holders. No gain will be recognized on the 
transfer of the building to the stockholder. 
Their ability to achieve capital gain on a 
subsequent sale will, of course, depend upon 
whether or not they are in the business of 
selling real estate and upon satisfying the 
test of the Cumberland Public Service Cor- 
poration™ case. 


A decision to use Section 112 (b) (7) 
should be preceded by a most careful study 
of the corporate history ‘and tax position. 
Experience has taught that the pitfalls are 
deep. The section can be used advantageously 
only if the accumulated earnings and profits 
are extermely low in relation to the appre- 
ciation in value of assets. This advantage 
has been turned where the Commissioner 
has been successful in substantially in- 
creasing accumulated earnings and profits 
upon examination of either current or prior 
years.* The Commissioner has been argu- 
ing ever since the Supreme Court’s decision 
in General Utilities and Operating Company v. 
Helvering ® that the dividend in kind causes 
income to the declaring corporation.” Should 

(Continued on page 928) 





of 1943 and was effective for the calendar year 
1944. 

17 See footnote 13. 

1% See Hstate of Lewis B. Meyer et al., CCH 
Dec. 17,981, 15 TC 850 (1951), in which the 
Commissioner successfully increased accumu- 
lated earnings to a point where it was a disad- 
vantage to have elected to liquidate under 
Section 112 (b) (7) instead of under Section 
115 (c). Petitioner unsuccessfully argued that 
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* This section appeared in the Revenue Act 


November, 1951 @ 


he should be relieved of his election because it 
was made upon the understanding that the 
accumulated earnings were low. The Tax Court 
stressed the rule that an election, once made, 
is binding. 

19 36-1 ustc J 9012, 296 U. S. 200, 56 S. Ct. 185. 

2 Leonard Raum, ‘Dividends in Kind: Their 
Tax Aspects,’’ Proceedings of New York Uni- 
versity Ninth Annual Institute on Federal Taz- 
ation (1950). 
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PROFITS from the sale of securities’ 
- have much more tax appeal than the 
dividends and interest that they may earn. 
Due to the capital gains provisions of the 
Internal Revenue Code, the Treasury’s take 
from the proceeds of successful security 
transactions can be arranged to be less, 
percentagewise, than that from the yields 
of the same profitable securities. Long- 
term’ appreciations in security values may 
be enjoyed at a maximum tax rate of 26 
per cent, whereas their income is subject 
to the regular maximum tax rate of 88 per 
cent. The bargain rates in security trans- 
actions stem from the fact that stocks and 
bonds are ordinarily capital assets. Jealous 
of the preferential tax rates that may be 
accorded security transactions, the law de- 
mands that the following requirements be 
met: an actual security, not necessarily 
one registered on a stock exchange, must 
be involved; its holding period must be 
more than six months; an actual or a stat- 
utory sale or exchange must have occurred; 
and the difference in value must be cor- 
rectly determinable to arrive at capital gain 
or loss. 


Calculating Capital Gains 


An individual’s capital gains and losses 
may be segregated into two possible cate- 
gories, to wit, net long-term and net short- 
term. Long-term gain and loss must be 
taken 100 per cent into account. In other 
words, any loss, whether long- or short- 
term, offsets gains dollar for dollar. If 


1In this article the term ‘‘securities’’ embraces 
shares of various classes of stock and various 
types of bonds and debentures. 

2A security holding period in excess of six 
months. 
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the final result is a net long-term gain, only 
50 per cent of it is reflected in income. Net 
gain so calculated is then included in net 
income. The effective tax on net long-term 
capital gains may not exceed 26 per cent 
of that actually recognized for tax purposes, 
even though the individual’s ordinary in- 
come may be taxed at higher rates. This 
comparatively attractive maximum rate of 
26 per cent does not apply when net short- 
term gains exceed net long-term losses. 


Contrary to the common misconception, 
the usual individual’s tax rate on net long- 
term capital gains is less than 26 per cent 
when computed as part of his net income. 
It only reaches the effective 26 per cent 
rate when his net income less exemptions is 
about $15,000 (or $30,000 if a husband and 
wife file a joint return) commencing Novem- 
ber 1, 1951, under the Revenue Act of 1951. 
The effective 26 per cent rate on a long- 
term capital gains may not be exceeded no 
matter how high his income is. However, 
short-term capital gains get no tax pref- 
erence at all over ordinary income. 


On the other hand, net capital loss may 
be deducted, up to a maximum of $1,000 
each year, from ordinary income. The balance 
of the net loss may be carried forward for 
five succeeding years. The carry-over is 
treated as a short-term capital loss to off- 
set the individual’s net gain, if any, and his 
other income to the extent of $1,000 in each 
of such years. Net capital gains can be re- 
duced by the unused net capital losses of 





3The tax ceiling limitation for individuals 
commencing November 1, 1951, under the Reve- 
nue Act of 1951 is 88 per cent. 







TAX RATES FOR CAPITAL GAINS 


If Income on 
Separate Return 
Is Between 

$2,000 

4,000 

6,000 

8,000 

8,000- 10,000 
10,000- 12,000 
12,000- 14,000 
14,000- 16,000 
16,000- 18,000 
18,000- 20,000 
20,000- 22,000 
22,000- 26,000 
26,000- 32,000 
32,000- 38,000 
38,000- 44,000 
44,000- 50,000 
50,000- 60,000 
60,000- 70,000 
70,000- 80,000 
80,000- 90,000 
90,000-100,000 
100,000-136,720 
136,720-150,000 
150,000-200,000 
200,000 and over 


If Income on 
Joint Return 
Is Between 


8,000- 
12,000- 
16,000- 
20,000- 
24,000- 
28,000- 
32,000- 
36,000- 
40,000- 
44,000- 
52,000- 
64,000- 
76,000- 
88,000-100,000 
100,000-120,000 
120,000-140,000 
140,000-160,000 
160,000-180,000 
180,000-200,000 
200,000-273,440 
273,440-300,000 
300,000-400,000 
400,000 and over 


* Alternative tax rate, which taxpayers in these brackets should use. 
pared prior to the enactment of the Revenue Act of 1951.—Hditor.) 


Source: Standard and Poor’s Outlook. 


the five previous years, and the latter are 
applicable in the order in which they arose. 
Thereafter, unused balances are abandoned.‘ 


Most security transactions are executed 
by noncorporate taxpayers, particularly in- 
dividuals. Accordingly, they will receive 
most of our consideration. For the sake of 
completeness, however, it must be said that 
the maximum effective tax rate on net long- 
term capital gains for corporations is also 
26 per cent. Both individuals and corpora- 
tions may carry over their unused capital 
losses to the five foHowing years, but the 
capital losses carried forward by a corpo- 
ration can only be used to reduce future 
capital gains, while those carried over by 
an individual may also offset ordinary in- 
come to the extent of $1,000 in each of 
those years. 

* Code Sec. 117 (e). 

5 Code Sec. 117 (a); Donander Company, CCH 
Dec. 8285, 29 BTA 312 (1933); Regs. 111, Sec. 
29.22 (c)-5. 

® Regs. 111, Sec. 29.22(c)-5; O. L. Burnett, 


CCH Dec. 10,823, 40 BTA 605 (1939), modified 
41-1 ustc { 9347, 118 F. (2d) 659 (CCA-5); W. H. 
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1951 Net 
Short-Term 
Rate Is 


1951 Net 
Long-Term 
Rate Is 


10% 
11 
13 
5 
17 
19 
21% 
23% 
*25 
*25 
*25 
*25 
*29 
*25 
*25 
*25 
*25 
*25 
*25 
*25 
*25 
*25 
*25 
*25 
*25 
(This chart was pre- 


Kinds of Taxpayers 


Whether a security is a capital asset or 
not does not depend exclusively on its 
nature but also upon the taxpayer’s relation- 


ship to it. Dealers in securities are mer- 
chants who primarily buy for resale to 
customers. They may inventory their secu- 
rities at cost, at the lower of cost or market, 
or at market value. Their intent is to 
make a marketing rather than a speculative 
profit. Security specialists and underwriters 
are in this category. Profits accruing to 
dealers constitute fully taxable income.‘ 
They were not required to amortize pre- 
miums on bonds in their inventories even 
though their interest yield was tax-exempt." 
The Revenue Act of 1950 demands that 
they reduce the cost of state and municipal 
tax-free interest bonds by the amortizable 
bond premium if the bonds are held more 


Wilson, CCH Dec. 15,284(M), 5 TCM 592 (1946), 
aff'd 47-1 ustc { 9248, 161 F. (2d) 556 (CCA-4); 
Commissioner v. Stevens, 35-2 ustc J 9476, 78 F. 
(2d) 713 (CCA-2); Vaughan v. Commissioner, 
36-2 ustc 9446, 85 F. (2d) 497 (CCA-2). 

7 Code Sec. 125 (d). 
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than 30 days and have a maturity or call 
date less than five years from the date of 
acquisition.” The dealers may avail them- 
selves of the one-year operating loss carry- 
back and five-year carry-forward provisions 
to average their taxable income over a 
seven-year period for taxable years begin- 
ning after 1949.° 


The vast majority of those who execute 
security transactions, however, are not dealers 
but traders and investors to whom the pref- 
erential tax-rate provisions apply. Con- 
sequently, they should want long-term capital 
gains from the sale or exchange of appre- 
ciated securities. A trader, like the owner 
of a seat on a stock exchange, is engaged 
in security speculation for his order to 
such a degree as to constitute a trade or 
business.” 


The fundamental difference between a 
trader and an investor turns on the amount 
of time and not altogether on the size of 
the funds they devote to the activity of 
buying and selling securities. Besides, the 
noncorporate trader is exempt from the 
the “wash sale” rule. Incidentally, all dealers 
are excluded from its application.” 


The categories of dealer, trader and in- 
vestor are not mutually exclusive. A dealer 
may in isolated transactions act also as an 
investor and enjoy the benefits of long- 
term capital gains. To achieve this result, 
he must clearly identify his securities for 
investment within 30 days after acquisition.” 


Purchase 


The essence of the tax saving in capital 
gains lies in the requirement of a holding 
Or possession period of more than six 
months’ duration to qualify as long-term. 
A purchase ordinarily begins a holding 
period; a sale with a gain or loss usually 
terminates it.* The law as to what con- 
stitutes a holding period in excess of six 
months is uncertain. The Tax Court main- 


8 Code Sec. 22, added by Sec. 203 (a) of the 
Revenue Act of 1950. This provision applies 
to years ending after June 30, 1950. However, 
for a year beginning before and ending after 
June 30, 1950, it applies only to bonds acquired 
after June 30, 1950. 

® Code Sec. 117 (g)(3), as added by Sec. 216 
(c) of the Revenue Act of 1950, which replaces 
the earlier two-year carry-back and two-year 
carry-forward. 

10 Van Suetendael, CCH Dec. 14,147(M), 3 TCM 
987 (1944). 

11 Code Sec. 118. The ‘‘wash sale’’ rule is ex- 
plained herein under the heading ‘‘Wash Sales.’’ 

122 Revenue Act of 1951. 

18 Code Sec. 117 (h). A proposed three-month 
holding period failed to be included in the Rev- 
enue Act of 1950. 
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tains that May 1 to November 1, though 
it embraces 184 days, does not qualify.* 
Then, again, the Treasury rules that August 
28 to February 28 does not comply despite 
the fact that the holding period includes 
six calendar months and three days.” There 
is no controversy, however, as to the fact 
that a holding period of at least 185 days 
meets the long-term capital gain require- 
ments, but there is a dispute as to whether 
181 to 184 days are adequate. Prudence 
dictates a refusal to risk litigation on this 
account. The general rule in the purchase 
of securities, particularly through the medium 
of a stock exchange, is that a transaction 
is considered closed when the contract for 
their sale is executed, although actual de- 
livery and payment are made at a later 
date.” In a cash-basis transaction, and most 
individuals are on such a basis, the length 
of time a security is held is determined 
by excluding the day of acquisition and 
including the day of disposal.” Consist- 
ently, where a contract to sell securities is 
entered into on December 31 and their de- 
livery is not made until early in the next 
year, the loss resulting from the sale is 
treated as a loss for the earlier year.™ 
There is one exception to the rule; it per- 
tains to gains consummated in the last few 
days of one’s tax year. Where a gain 
arises from such a year-end sale, it is tax- 
able only in the year in which the cash- 
basis seller actually or constructively receives 
payment. 


By contrast, an accrual-basis taxpayer 
would report capital gains and losses from 
the sale of securities in the year in which 
the contract was executed and not in the 
year of payment and delivery.” 


In the case of an over-the-counter pur- 
chase, the holding period runs from the 
date the broker notifies his customer that 
the purchase has been made for his ac- 
count and not necessarily from the date 
title passed to the taxpayer.” 


14 Weir, CCH Dec. 16,412, 10 TC 996 (1948), 
aff’d 49-1 ustc { 9190, 173 F. (2d) 222 (CA-3). 

15 T, T. 3985, 1949-2 CB 51. 

1%]. T. 3705, 1945 CB 174; Ruml v. Commis- 
sioner, 36-1 ustc { 9221, 83 F. (2d) 257 (CCA-3), 
rev’g CCH Dec, 8771, 31 BTA 534 (1934); G. C. 
M. 21503, 1939-2 CB 205. 

1 Harriet M. Hooper, CCH Dec. 7689, 26 BTA 
758 (1932); I. T. 3287, 1939-1 CB 138. 

1% Ruml v. Commissioner and G. C. M. 21503, 
cited at footnote 16. 

mT, T. 3485, 1941-1 CB 240; Taylor et al., CCH 
Dec. 11,646, 43 BTA 563 (1941) (nonacq.), aff’d 
42-2 ustc ] 9547, 128 F. (2d) 885 (CCA-2). 

2 Otto v. Commissioner, 101 F. (2d) 1017 
(CCA-4, 1939), remanding CCH Dec. 9976, 37 
BTA 479 (1938). 
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In a bona fide sale, the difference between 
the selling and purchase price constitutes 
the gross amount of the capital gain or 
loss. For traders, investors and dealers, 
commissions paid in connection with secu- 
rity purchases are considered part of their 
total cost, and selling commissions are treated 
as reductions of the proceeds of the sale. 


An exception to this rule occurs in the 
case of dealers who are permitted to charge 
off commissions, paid in connection only with 
the sale of securities, as ordinary and neces- 
sary business expenses.” 


When commissions are treated as adjust- 
ments of the selling or purchase price of 
securities, taxpayers are denied full de- 
ductions for what appear to be business 
or nonbusiness expenses. Amounts paid 
the lender in lieu of accrued interest or 
dividends and premiums and charges paid 
brokers in connection with securities bor- 
rowed to complete delivery in short-sale 
transactions are regarded as fully nontrade 
or nonbusiness deductible expenses,” whether 
the gain or loss is long- or short-term. 


State stamp taxes on transfers of secu- 
rities may not be capitalized but are fully 
deductible as taxes.” On the other hand, 
the Treasury declares that federal transfer 
stamp taxes must be treated as offsets 
against selling price.* However, a dealer 
in securities is permitted by the Treasury 
to deduct federal stamp taxes as business 
expenses, 


Bond-issue stamps and general expenses 
are amortizable over the life of the bonds,” 
while stock-issue stamps are permanent 
capital investments which are neither de- 
ductible nor amortizable. 


Gift 


Securities may also be acquired by gift. 
Their value in the hands of the person to 
whom the gift was made is governed by 
whether the subsequent transaction results 
in gain or loss. 


2 Regs. 111, Sec. 29.24-2; Helvering v. Win- 
mill, 38-2 ustc § 9550, 305 U. S. 79; Spreckles v. 
Helvering, 42-1 ustc § 9345, 315 U. S. 626; Davis, 
CCH Dec. 14,229, 4 TC 329 (1945), aff’d 45-2 ustc 
7 9418, 151 F. (2d) 441 (CCA-8), cert. den. 327 
U. S. 783 (1946); G. C. M. 15430, XIV-2 CB 58. 

22 Wilmington Trust Company v. Helvering, 
42-1 ustc { 9441, 316 U. S. 164; Commissioner 
v. Wilson, 47-2 ustc { 9367, 163 F. (2d) 680 
(CCA-9); I. T. 3989, 1950-1 CB 34. 

23 G. C. M. 18245, 1937-1 CB 70. 

247, T. 3806, 1946-2 CB 41. 

*% For years ending after July 1, 1946. 
3806, cited at footnote 24; Mim. 6367, 
CB 63. 
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For the purpose of determining a gain, 
their tax value is deemed to be that of 
the last previous owner who did not receive 
them by gift. Their holding period starts 
from the date they were acquired by such 
donor.” 


The legal concept, however, is develop- 
ing that their tax value should be their 
fair market value at the time of the gift. 
Already it is applicable to farm products 
where the fair market value of donated 
livestock was included in the income of a 
farmer.” 


For the purpose of determining a loss, 
the tax value of securities is deemed to be 
the lower of the donor’s basis or the fair 
market value of the securities at the time 
of the gift. Consequently, there would 
probably be neither gain nor loss if the 
securities were sold for a price between 
these two values.* If the securities had a 
market value lower than the donor’s basis 
at the time of the gift and the sale results 
in a loss, the holding period begins with 
the date of the gift.” 


Inheritance 


Securities may also be acquired by be- 
quest or inheritance. They are ordinarily 
valued at fair market at the date of the 
decedent’s death and are treated as if they 
were held by the beneficiary from the same 
date. The executor may, however, elect ® 
to value the property one year later for 
federal estate tax purposes or at an inter- 
mediary date by distributing it. Since the 
statute provides only for exceptional valua- 
tion treatment, in accordance with the 
rules of statutory construction the date of 
death presumably controls for the purpose 
of determining the time for the commence- 
ment of the holding period.“ This is a 
moot point which awaits solution by the 
courts or the Treasury. 


**For gifts made after December 31, 1920. 
Code Sec. 117 (h) (2); Regs. 111, 29.117-4; I. T. 
3453, 1941-1 CB 254; Curtis, 39-1 ustc { 9237, 101 
F. (2d) 40 (CCA-2); Code Sec. 113 (a) (2). 

71. T. 3932, 1948-2 CB 7. 

% Code Sec. 113 (a) (2); 
(a) (2)-1. 

22 Code Sec. 117 (h) (2); Regs. 111, 29.117-4; 
I. T. 3453, 1941-1 CB 254. 

3° Under Code Sec. 811 (j) in case the decedent 
died after October 21, 1942. 

31 McFeely Vv. Commissioner, 36-1 ustc { 9008, 
296 U. S. 102 (1935); Hall, CCH Dec. 10,498, 38 
BTA 1145 (1938); Mim. 4409, XV-1 CB 150. 


Regs. 111, 29.113 
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Partnerships 


Securities distributed to partners in con- 
nection with a dissolution retain the acqui- 
sition date that they had while they were 
owned by the partnership, that is, the date 
they were purchased by one of the partners 
for contribution to the partnership or by 
the partnership itself. 


Where a partnership possesses securities 
of varied appreciated and depreciated values, 
the appreciated ones distributed in kind to 
the individual partners will upon subsequent 
sale result in a lower tax than if the partner- 
ship sold them. No profit or loss will 
accrue to the partnership itself. This is so 
because the statute and the Treasury rul- 
ings provide that such property distributed 
to a partner is valued not at its basis when 








Original basis of partner’s 
interest 





1 






Assume the following facts: 





acquired by the partnership but as a pro- 
portionate part of his interest, which is 
equal to the ratio of the value of the dis- 
tributed property to the total value of his 
property as of the date of distribution. 
This has the effect of increasing the value 
bases of the securities before their sale. 

Conversely, the bases of the other part- 
nership property can be correspondingly 
reduced if a sale of depreciated securities 
is contemplated. Their sale by the partner- 
ship would yield a capital loss, whereas 
such act by the individual partners might 
result in capital gains.” 


The formula for use in arriving at a 
partner’s new tax value in an asset that 
his firm has distributed to him, for the 
purpose of computing capital gain or loss, 
follows. 







Fair market value of asset 


Aggregate fair market value 
of partner’s interest 





Fair Market 


Original Basis of Value of 

Partner's Interest Partner's Interest 
Bonds A -$ 5,000 $ 2,000 
Stock B 6,000 6,000 
Bonds C 7,000 7,000 
Stock D 8,000 15,000 


Should stock D be disposed of, the unad- 
justed capital gain would be $2,000 ($15,000 — 
$13,000) instead of $7,000 ($15,000 — $8,000) 
if it were sold by a partner after distribu- 
tion to him rather than by the partnership. 

26,000 15,000 
—— x = $13,000 
1 30,000 





On the other hand, Bonds A would yield 
an unadjusted capital gain of $267 ($2,000 
— $1,733) if they were sold by a partner 
after distribution but a capital loss of $3,000 
($5,000 — $2,000) if they were sold by the 


partnership. 





*G. C. M. 20251, 1938-2 CB 169: Code Sec. 
113 (a) (13). 

43 Lehman, CCH Dec. 15,457, 7 TC 1088 (1947), 
aff'd 48-1 ustc § 9121, 165 F. (2d) 383 (CCA-2); 
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$26,000 















$30,000 


26,000 2,000 





x 


1 30,000 


Investors, traders or dealers in securities 
may conduct their affairs as partners. Their 
respective partnership interests in such ven- 
tures are capital assets with holding periods 
commencing with their organization dates. 
The death of partners or a sale of their 
interests does not disturb the holding periods 
of the others as long as the business, if 
not the same partnership, continues to 
operate. This is true even though the nature 
and the holding periods of the underlying 
securities are at variance with the partners’ 
interests.” 





= $1,733 





S. v. Shapiro, 49-1 ustc J 9156, 83 F. Supp. 
( 


U. 
375 (DC Minn.). 


Reorganizations 


Securities obtained through tax-free cor- 
porate reorganizations are considered to 
have been acquired at the time the original 
securities were procured. In the case of 
corporate reorganizations which are taxable, 
the holding period of the new securities 
generally dates from the time of the re- 
organization.” The acquisition of new secu- 
rities in connection with a tax-free corpo- 
rate reorganization imposes the use of the 
tax values of the transferor’s securities. 
Contrariwise, they adopt new tax values in 
a taxable reorganization.™ 


Stock Dividends and Rights 


In contrast to cash and property divi- 
dends, stock dividends are distributions by a 
corporation of its own stock. They are tax 
exempt when the stockholders’ interests in 
the corporation are not materially altered 
by the distribution. For purposes of sub- 
sequent sale or exchange, the tax value of 
each old share is arrived at by dividing 
the old and new shares of the same class.” 
If the tax-free stock dividend differed in 
class from that owned by the taxpayer, 
such as preferred on common, an alloca- 
tion is made at fair market values at the time 
the distribution is received. All tax-exempt 
stock dividends have holding periods that 
commence with the date of the old shares.™ 


By contrast, stock dividends are taxable 
when their receipt substantially alters the 
stockholders’ interests in the corporation. 
As a consequence, the new shares are in- 
cluded in gross income at fair market value, 
and their holding period dates from their 
receipt.” The old stock, on the other hand, 
retains its tax value and holding period. 


As the words signify, stock rights give 
stockholders the right to subscribe to a 


34 Code Secs. 113 (a) (7), 117 (h); National 
Bank of Commerce of Seattle, CCH Dec. -10,748, 
40 BTA 72 (1939), aff’d 40-2 ustc { 9804, 115 F. 
(2d) 875 (CCA-9); Roosevelt Investment Corpo- 


ration, CCH Dec. 
(acq.). 

3% Edwards, CCH Dec. 3377, 10 BTA 39 (1928) 
(acq.); Prescott, 35-1 ustc {§ 9208, 76 F. (2d) 3 
(CCA-5); Gracey, 47-1 ustc { 9154, 159 F. (2d) 
324 (CCA-5). 

% Helvering v. Griffiths, 43-1 ustc { 9319, 318 
U. S. 371; Helvering v. Sprouse, 43-1 ustc {J 9363, 
318 U. S. 604: Strassburger v. Commisstoner, 
43-1 ustc J 9363, 318 U. S. 604. The discussion 
is restricted to the receipt of stock dividends 
after December 31, 1935. 

* Regs. 111, 29.113 (a)(12)-1, 29.113 (a)(19)-1; 
Code Sec. 119 (a) (19) (A). 

38 Code Sec. 117 (h) (5); Regs. 111, 29.117-4. 

% James H. Torrens, CCH Dec. 8824, 31 BTA 
787 (1934) (nonacq.), dism’d (CCA-2, 1936); 
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new issue of stock, usually at bargain prices. 
Despite their consequential market value, 
legally they are not reportable but are only 
subsequent income through exercise or sale. 

Stock rights are exempt or taxable only 
because of the kind of stock one can acquire 
by their exercise. If the nontaxables are 
exercised or sold, the tax value of the 
original shares is apportioned between the 
fair market value of the latter and of the 
rights as of the record date of the rights.” 
The tax value of the new stock is arrived 
at by adding its subscription price to the 
adjusted value of the rights. If the rights 
are allowed to expire, no gain or loss re- 
sults. The new stock is considered as 
having been held from the date when the 
rights were exercised.” If the rights are 
sold, they are treated as having been held 
from the acquisition date of the old stock at 
capital gain or loss rates.* 


Stock rights are referred to as taxable 
only because they originate income when 
exercised or sold.“ If they are exercised, 
the difference between the fair market value 
and the subscription price of the new shares 
is fully taxable income.” If they are sold, the 
proceeds similarly constitute ordinary income 
and not capital gain.“ Purchased rights 
result in a deductible loss if allowed to 
expire without exercise or sale.“ If the 
rights are exercised, the tax value of the 
new stock is that of the rights and the 
subscription price, and their holding period 
starts with that date. The tax value and the 
commencement of the holding period of 
the old shares remain undisturbed.* 


Wash Sales 


A wash sale is an otherwise legal security 
transaction carried out at a loss which is 
disailowed for tax purposes when the seller 
purchases “substantially identical” securi- 


Ward, CCH Dec. §440, 29 BTA 1251 (1934) (non- 
acq.). 

40. G. C. M. 25063, 1947-1 CB 45. 

“17. T. 2474, VIII-1 CB 65; I. T. 2509, VIII-2 
CB 78; Regs. 111, Sec. 29.22(a)-8. 

#2 Code Sec. 117(h) (6). 

48 Code Sec. 117(h) (5); Regs. 111, Sec. 29.117-4. 

4G. C. M. 25063, cited at footnote 40. 

#&G. C. M. 25063, cited at footnote 40. See 
Choate v. Commissioner, 42-2 ustc J 9555, 129 F. 
(2d) 684 (CCA-2). 


#* But see Gibson v. Commissioner, 43-1 ustc 
1 9282, 133 F. (2d) 308 (CCA-2), app. dism’d 320 
U. S. 805 (1943). 

41 Mitchell v. Commissioner, 2 ustc { 716, 48 


F. (2d) 697 (CCA-2, 1931), cert. den. 284 U. S. 
646. 


# For stock rights acquired before January 1, 
1936, see Code Sec. 113 (a) (19) (A) and Regs. 
111, Secs. 29.22 (a)-8, 29.113 (a) (19)-1(b)(c). 


e TAXES— The Tax Magazine 








rity 
1 is 
ller 
uri- 


10n- 


TI-2 












ties within 30 days before or after the sale. 
The disallowed loss is, however, added 
tax-free to the cost of the purchased secu- 
rities to determine their tax value for 
subsequent sale.” The wash-sale statute 
does not apply to security sales at a profit.” 
There is one redeeming feature in a wash 
sale. The holding period of the purchased 
securities causing the disallowed loss is 
tacked on to that of the earlier securities 
sold." Thus a disallowed short-term wash 
sale might convert a short-term holding 
period into a long-term one. 


The phrase “substantially identical” has 
proved troublesome. Bonds of the same 
municipality but with different maturity 
dates are substantially identical,” but those 
with the same rate of interest but different 
issue, payment and maturity dates are not 
so.” Common stock and voting trust cer- 
tificates for common stock “ and debentures 
differing as to issue dates and amounts to 
be redeemed annually™ are substantially 
identical. On the other hand, common 
stock with and that without voting power,” 
bonds of the same corporation differing as 
to interest, payment, issue and maturity 
dates,” stock in different corporations ® and 
Liberty bonds of the same interest rate but 
different market values and issue and ma- 
turity dates ® are not substantially identical. 
These illustrations indicate how difficult it 
is to evolve a working rule to distinguish 
securities that are substantially identical 
from those that are not. Yet on this dis- 
tinction a deductible loss may depend. 


It is worthy of repetition to say that the 
tax-loss denial resulting from wash sales 
does not apply to noncorporate traders and 
to all dealers in securities.” However, the 
wash-sale provisions do obtain as between 
partners and their partnership on the theory 
that for tax purposes they are one and 
the same entity.” They were also invoked 





42 Code Secs. 113(a)(10), 118; Regs. 111, Secs. 
29.113(a)(10)-1, 29.118-1. 

50 J, T. 1239, I-1 CB 149. 

51 Code Sec. 117 (h) (4). 

52 Marie Hanlin v. Commissioner, 39-2 ustc 
9783, 108 F. (2d) 429 (CCA-3). 

58 Marjorie K. Campbell, CCH Dec. 10,696, 39 
BTA 916 (1939); I. T. 2672, XII-1 CB 72; I. T. 
2896, XIV-1 CB 96. 

54 Margaret E. Kidder, CCH Dec. 8466, 30 BTA 
59 (1934). 

551. T. 2778, 1934-1 CB 79. 

567, T. 2585, X-2 CB 182. 

7G. C. M. 21496, 1939-2 CB 169; Mutual Fire, 
Marine and Inland Insurance Company, CCH 
Dec. 17,038, 12 TC 1057 (1949); Letter, Special 
Ruling, January 9, 1950. The Commissioner has 
now acquiesced in Sigmund Neustadt Trust, 
CCH Dec. 11,696, 43 BTA 88 (1941). Appar- 
ently he no longer holds that an exchange of 
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to deny a loss between an individual and 
his wholly owned corporation.” It should 
be noted that whether or not a sale and 
repurchase of substantially identical secu- 
rities within a 61-day period is a wash sale 
is not determinable by the fact that the 
taxpayer has in his possession another block 
of the same security acquired outside this 
prohibited period. It is agreed, also, that 
the wash-sale principle does not apply as 
between husband and wife, provided they 
employ their own respective funds. How- 
ever, the deductibility of the loss might be 
denied them because they are “related par- 
ties” within the purview of Code Section 
24(b)(1) and the McWilliams case." If they 
file a joint return, the loss may not be 
recognized because such a return may be 
considered that of one taxpayer.™ 


Short Sales 


A short-security sale, not to be confused 
with a short-term transaction, was used as 
a device whereby long-term capital gains 
could be assured by a speculator who 
anticipated a price decline. This was 
achieved by a current sale of securities 
executed with borrowed ones while his own 
were aging, followed by a later full dis- 
charge of his obligation to the lender with 
his own now long-term securities.~ Amounts 
paid the lender for accrued interest and 
dividends, and premiums and commissions 
to the broker in connection therewith were 
and still are fully deductible nonbusiness 
expenses.” Had he bought securities for 
the occasion, the short sale must perforce 
have resulted in a short-term capital gain 
or loss, usually of a duration of three or 
four days.” On the other hand, when he 
discharged his obligation by the delivery 
of long-term securities which he already 
owned, what might otherwise have been a 


corporate bonds for other bonds is a taxable 
refinancing but is, instead, a tax-free recapital- 
ization. 

88 Knox, CCH Dec. 9210, 33 BTA 972 (1936) 
(nonacq.). 

59T. T. 1365, I-1 CB 151. 

6 T. T. 2523, IX-1 CB 145; Donander Company, 
cited at footnote 5; Regs. 111, Sec. 29.118-1 (a). 

61 Letter ruling. 

8 Shoenberg v. Commissioner, 35-1 ustc {| 9333, 
77 F. (2d) 446 (CCA-8), cert. den. 296 U. S. 586. 

88 McWilliams v. Commissioner, 47-1  ustc 
7 9289, 331 U. S. 694. This case is discussed 
herein under the heading ‘‘Losses Between Re- 
lated Parties.’’ 

«& Taft v. Helvering, 40-2 ustc { 9828, 311 U. S. 
195; Helvering v. Janney, 40-2 ustc { 9827, 311 
U. S. 189. 
®%& Code Sec. 117 (g); Regs. 111, Sec. 29.117-6. 
6 T. T. 3989, cited at footnote 22. 

87 I. T. 2795, XIII-2 CB 77. 
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Year 
1925 
1926 


1927. 


1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 


Daily 
Average 
Stocks 
1,662,632 
1,643,158 


2.111.442 
-. 3,416,122 
- 4.276.808 


2,958,513 
2,089,730 
1,540,704 
2,518,525 
1,177,620 
1,385,248 
1,790,783 
1,491,674 
1,079,734 

954,570 

750,813 

619,251 

455,382 
1,011,767 

958,375 
1,422,085 
1,369,903 

951,684 
1,131,906 
1,023,321 
1,980,376 


Average Daily Reported Volume 
of Trading 


Daily 
Average 
Bonds 

$12,394,366 
10,964,891 
12,007,268 
10,666,463 
11,393,148 
9,928,109 
10,760,319 
10,837,841 
12,906,331 
13,464,800 
12,121,445 
12,912,917 
10,173,155 
6,750,871 
7,453,854 
6,037,750 
7,665,354 
8,374,925 
11,813,857 
9,816,772 
8,519,718 
5,138,132 
4,035,803 
3,797,113 
3,075,000 
4,197,800 


Source: New York Stock Exchange Year Book 
—1951. 


short-term became a long-term transaction 
with resulting tax economies.” It was the hold- 
ing period of the securities used finally 
to: discharge the obligation of the sale that 
determined whether the short sale was 
long- or short-term. 

For taxable vears beginning after Sep- 
tember 23, 1950, this loophole was closed 
by the Revenue Act of 1950." It prohibits 
this conversion of actual short-term trans- 
actions into long-term ones. Where a sale 
of “substantially identical” property is made 
by one or both spouses and_ thereafter 
“long” and “short” positions are simulta- 
neously maintained, gains and losses will be 
treated as short-term. On the other hand, 
where securities have been held for more 


8 Regs. 111, Sec. 29.117-6; Provost v. U. S8., 
1 ustc § 153, 269 U. S. 443 (1926); I. T. 2795, 
XIII-2 CB 77: Griffin, CCH Dec. 12,149, 45 BTA 
588 (1941) (nonacq.), app. dism’d (CCA-2, 1942). 

* Code Sec. 117 (1), added by Sec. 211 of the 
Revenue Act of 1950. 

7G. C. M. 17322, XV-2 CB 151: Stewart Silk 
Corporation, CCH Dec. 15,961, 9 TC 174 (1947) 
(acq.). 


than six months and thereafter a short sale 
is made, any loss on the short sale will be 
treated as long term. 


Commodity Futures 


Commodity futures are contracts for the 
future purchase or sale of chiefly agricul- 
tural commodities. Whether they are 
capital assets depends upon their use. If 
they are used as a hedge against price 
fluctuations, for example wheat futures in 
the case of a flour miller, the losses are 
treated as a type of insurance and are fully 
deductible as an ordinary and necessary 
business expense.” On the other hand, if 
the commodity contracts are not a part of 
one’s business operations and are held as 
speculative investments, they are subject 
to the capital gain or loss provisions.” 


In commodity-future transactions it had 
been the practice to convert short-term into 
long-term capital gains by offsetting “open” 
transactions. In 1948 the Treasury issued 
a ruling denying such tax savings.” It was 
aimed at two typical transactions. One 
was the situation where the purchase and 
sale of future transactions were left open 
until the purchase was more than six months 
old, when the broker would offset them to 
determine capital gain or loss. The other 
was one where a commodity purchase-and- 
sale was held open until a later simultaneous 
purchase-and-sale was made so that in a 
rising market they could be discharged in 
crisscross offsets. The Treasury thereafter 
treated such offsetting trades as closed and 
consummated as of the time they were 
made, with the result that such transactions 
could not be transformed into long-terms 
for federal tax purposes. 


This Treasury stricture was circumvented 
by some by operating in two different mar- 
kets. This loophole was closed and the 
previous one was plugged even tighter by 
the Revenue Act of 1950. To be certain 
that industrial activities were not interfered 
with, legislation now provides expressly 
that a commodity future requiring delivery 
in one calendar month will not be regarded 
as “substantially identical” with a com- 
modity future requiring delivery in a dif- 

711 Covington, CCH Dec. 11,289, 42 BTA 601 
(1940), aff'd 41-2 ustc 9522, 120 F. (2d) 768 
(CCA-5); Makransky Estate, CCH Dec. 14,661, 
5 TC 397 (1945), aff'd, per curiam, 46-1 ustc 


7 9195, 154 F. (2d) 59 (CCA-3). 
72 Mim. 6243, 1948-1 CB 44. 
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Reported Volume of Trading 


Stocks Bonds 

Year (Shares) (Par Value) 

1925.......... 459,717,623 $3,427,042,210 
i. ra .. 451,868,353 3,015,344,915 
WE 06 cain, 581,702,342 3,308,002,382 
a 930,893,276 2,906,611,160 
|. 1,124,800,410 2,996,398,000 
| ae 810,632,546 2,720,301,800 
a 576,765,412 — 2,969,848,000 
W932....... 425,234,294 2,991,244,000 
| eee 654,816,452 3,355,646,000 
eer 323,845,634 3,702,820,000 
i ee .» 981,635.752 3,339,458,000 
ae 496,046,869 3,576,878,000 
1937.......... 409,464,570 2,792,531,000 
ae .. 297,466,722 1,859,865,000 
1939.......... 262,029,599 2,046,083,000 
1940.......... 207,599,749 1,669,438,000 
1941. ......... 17603671 2,111,805,000 
1942.......... 325,665,206 2,311,479,250 
i. re 278,741,765 3,254,717,725 
Se 263,074,018 2,694,704,000 
1945.... ... $44,563,575 2,261,985,110 
1946. .......... 368,709,312 1,364,174,150 
i ... 253,623,894 1,075,541,420 
eS 302,218,965 —_1,013,829,210 
re 272,203,402 817,949,070 
1950... 524,799,621 1,112,425,170 


Source: New York Stock Exchange Year Book 
—1951. 





ferent month, with the result that their 
tax consequences are not altered. Similarly, 
“straddle” operations or arbitrage transac- 
tions in commodity futures where “long” 
and “short” contracts are executed on the 
same day and both are closed out on the 
same day are not disturbed.” 


*‘When-lssued”’ Trading 


As the words imply, “when-issued” trad- 
ing involves transactions in securities which 
will be issued in the future, for example, after 
corporate reorganizations. This type of 
trading may take the form of selling a con- 
tract to purchase a number of shares of 
a given stock, when issued, at a fixed price; 
it may constitute the making of a new con- 
tract to sell a few shares, when issued, at 
a fixed price; it may be a sale of both the 


7% Code Sec. 117 (1), added by Sec. 211 of the 
Revenue Act of 1950. 

41. T. 3721, 1945 CB 164. 

% Trenton Cotton Oil Company, 45-1 ustc 
§ 9163, 147 F. (2d) 33 (CCA-6). 
% I. T. 3721, cited at footnote 74. 
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contracts to buy and to sell the “when- 
issued” securities. 


The “buy” contract yields long- or short- 
term capital gain or loss. The “sell” con- 
tract at the time of signature yields neither 
gain nor loss. The sale of both contracts 
constitutes two transactions of perhaps dif- 
ferent capital natures.“ It would seem that 
“when-issued” contracts are securities for 
tax purposes, and the tax-security laws are 
equally applicable to them.” The holding 
period of stock acquired in a “when-issued” 
transaction commences on the date of issue 
and does not include the period from the 
date of the contract.” The “first-in, first- 
out” rule is not ordinarily applicable to 
stock purchased on a “when-issued” basis.” 
“When-issued” stock of a successor corpo- 
ration may be considered “substantially 
identical” with the securities to be ex- 
changed in a reorganization, with the conse- 
quence that attempts to convert short-term 
into long-term transactions by the use of 
these two types of securities are also frus- 
trated by the Revenue Act of 1950. 


Puts and Calls 


The purchase of a “put” gives its buyer 
the option to sell to the seller at a certain 
price a specified number of designated 
securities within a required brief period of 
time. Its effect is obviously to limit poten- 
tial losses.* Naturally in a rising market 
the “put” will not be exercised, with the 
result that a short-term loss is effected as 
of the expiration date. In a declining 
market when the “put” is exercised, its 
holding period is added to that of the 
purchased securities, and‘ the latter’s tax 
value is adjusted by the price of the “put.” 


The Revenue Act of 1950 recognizes the 
fact that a person who buys a “put” is 
assured that he will realize the appreciation 
in value of his stock as though he had made 
a short sale. Accordingly, it treats “puts” 
as though they were short sales. Conse- 
quently, they cannot be converted into 
long-term assets in any other way than by 
holding them for more than six months.” 


Contrariwise, the purchase of a “call” 
gives the buyer the right to order the 
vendor to sell to him at a certain price 


77. T. 3858, 1947-2 CB 71. See the material 
herein under the heading ‘‘Identification of 
Securities.”’ 

78 Code Sec. 117(g)(2); I. T. 2858, XIV-1 CB 
147. 

7 Code Sec. 117 (1), added by Sec. 211 of the 
Revenue Act of 1950. 
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a prescribed number of a specific security 
within a given brief period of time. Clearly, 
if the market price of the security rises 
above the “call” price, the buyer of the 
“call” exercises it. Capital gain or loss is 
not realized at this stage of the transaction. 
The amount paid for the “call” is treated as 
an adjustment of the cost of the security. 
Gain or loss is realized later when the 
security is sold. Should the market price 
decline, the buyer of the “call” does not 
exercise it and consequently sustains an 
obvious short-term loss.” 


The seller of “puts” and “calls” reports 
proceeds as short-term capital gains or 
losses except that if he is a dealer, he must 
treat his profits as fully taxable income.” 


Identification of Securities 


The identification of securities is signifi- 
cant whether the taxpayer is a dealer, 
trader or investor, The dealer inventories 
his securities at market or cost or the lower 
of cost or market value. The others treat 
their securities as investments which are 
not inventoried. In the absence of precise 
identification, the Treasury holds that the 
“first-in, first-out” principle applies. This 
means that the securities sold must be 
charged, to the taxpayer’s advantage or 


disadvantage, against the earliest purchase.” 
Even nontaxable stock dividends are sub- 
ject to the “first-in, first-out” rule.” 


To avoid the risk of ending with a short- 
term capital loss when a long-term capital 
loss is intended, among other hazards, it 
behooves the taxpayer to give his broker 
just as precise selling as buying instruc- 
tions. Identification can be readily effected 
if the securities being sold are registered in 
the seller’s own name and bear a specific 
purchase date and place. If the securities 
are held in a margin account and registered 
in “street” names, identification requirements 
are met if the seller instructs his broker to 
sell stock acquired on a specific date and 
at a particular price.™ The certificates actu- 
ally delivered by the broker are, however, 


TI. T. 3681, 1944 CB 64; Bothwell, 35-1 ustc 
f 9302, 77 F. (2d) 35 (CCA-10). 

817. T. 3835, 1947-1 CB 53. 

8 Regs. 111, Sec. 29.22 (a)-8. 

8% Regs. 111, Secs. 29.113 (a)(12)-1(3)(4), 
29.113 (a)(19)-1 (a). 

% Helvering v. Rankin, 35-1 ustc { 9343, 295 
U. S. 123; Higgins v. Smith, 39-1 usrc J 9352, 
102 F. (2d) 456 (CCA-2); Davidson v. Commis- 
stoner, 38-2 ustc 7 9548, 305 U. S. 44; Creech, 
CCH Dec. 12,240, 46 BTA 93 (1942) (acq.); 
Snyder, 35-1 ustc { 9344, 295 U. S. 134. 

8% Davidson, cited at footnote 84; Holmes, 43-1 
ustc § 9321, 134 F. (2d) 219 (CCA-3). 
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controlling even if the seller’s orders are 
violated.* 


In a tax-free corporate reorganization or 
recapitalization, however, the “first-in, first- 
out” and the “identification” rules are not 
operative, but another rule, the “average 
cost” is generally applicable. This means 
that the new securities adopt the pro-rata 
cost basis of the older stock, with the 
result that the new shares are equal in 
value. More recently, however, taxpayers 
have been able in reorganizations to invoke 
the “identification” rule with success by 
comparing ascending serial numbers.” 


Redemption of Stock 


A corporation may dissolve by distribu- 
ting its property at fair market value or its 
cash to its stockholders in exchange for the 
shares which they surrender. These dis- 
tributions in liquidation, referred to techni- 
cally as “liquidating dividends” though they 
are not ordinary earnings, are effected tax free 
to the corporation but at capital gain or 
loss rates to the stockholders, even as to the 
cash and its accumulated earnings.™ If 
the liquidating dividends are distributed 
in installments, the capital gain or loss 
provisions do not apply until the tax value 
of the stock has been recovered.” 


A corporation may execute a partial liqui- 
dation at capital gain or loss rates to the 
stockholders by the complete cancellation 
or redemption of a part of the corporate 
stock, pro rata or not, among the stock- 
holders or of all the shares of a special 
preference and series.” Should the dis- 
tribution, however, be essentially that of 
current or accumulated earnings,” it is not 
a liquidating dividend at capital gain rates 
but an ordinary dividend at full tax rates.” 
The most recent development of this so- 
called Section 115(g) cancellation and re- 
demption of stock has been its extension to 
corporate reorganizations. Though a re- 
organization rather than a repurchase of 
corporate stock was involved in the Kir- 


8 Arrott v. Commissioner, 43-1 vustc { 9478, 
136 F. (2d) 449 (CCA-3); Commissioner v. Yon 
Gunten, 35-1 ustc f 9306, 76 F. (2d) 670 (CCA-6, 
1935); Terhune, CCH Dec. 10,838, 40 BTA 750 
(1939) (acq.). 

8 Bloch v. Commissioner, 45-1 ustc { 9230, 
148 F. (2d) 452 (CCA-9); Franklin, CCH Dec. 
9975, 37 BTA 471 (1938) (aeq.). 

8 Code Sec. 115 (c); Regs. 111, Sec. 29.115-5. 

%® Tudorff, CCH Dec. 10,740, 40 BTA 32 (1939); 
Code Sec. 115 (c); Regs. 111, Sec. 29.115-5. 

% Code Sec. 115 (i); Regs. 111, Sec. 29.115-5. 

% After February 28, 1913. 

® Code Secs. 115 (a), 115 (g). 
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Source: New York Stock Exchange Year Book—1951 and the Dow-Jones and Company, Inc. 


schenbaum case, the Second Circuit Court 
renounced its earlier view and held that a 
transaction in which a corporation pur- 
chased, from its stockholders, stock, some 
of which represented capitalization of earn- 
ings, is a redemption of such shares essen- 
tially equivalent to a distribution of a 
dividend.* Thereafter, the United States 
Supreme Court in the landmark Adams 
and Bazley cases held that in a purported 
tax-free reorganization, in the absence of a 
genuine business motive, the distribution of 
debenture bonds and common stock in 
redemption of old common stock was a 
taxable dividend, even though the surplus 
account remained unimpaired.™ 


The decision in Commissioner v. Wana- 
maker™ revealed a loophole which made 
it possible for taxpayers to circumvent 
Section 115(g). In this case, the court 
held’ that stockholders could draw off ac- 
cumulated earnings by the indirect re- 
demption of shares in a parent corporation 
through purchases by its subsidiaries. The 
Revenue Act of 1950 also closed this 
loophole. The purchase of stock by a sub- 
sidiary now results in a dividend to stock- 
holders of the parent corporation if it is 
in a manner equivalent to a distribution 
of earnings.” 


% Kirschenbaum, 46-1 ustc J 9231, 155 F. (2d) 
23 (CCA-2), following Commissioner v. Estate 
of Bedford, 45-1 ustc { 9311, 325 U. S. 283. 

*% Adams v. Commissioner and Bazley v. Com- 
missioner, 47-1 ustc { 9288, 331 U. S. 737. 


Taxes on Securities 


Collapsible Corporations 


One of the several loopholes that the 
Revenue Act of 1950 closed pertains to 
the so-called collapsible corporation that 
became popular in the movie and _ real 
estate industries. Such corporations enabled 
enterprising businessmen to use the corpo- 
rate vehicle temporarily to convert what 
would ordinarily be fully taxable income 
into capital gains at the bargain rates which 
attend complete corporate liquidations. The 
act tries to correct this inequity by treating 
such income in the hands of the former 
stockholders as fully taxable where (1) they 
own 10 per cent or more of the corpora- 
tion’s stock, (2) the gain realized from the 
sale or exchange of the stock during the 
year is more than 70 per cent attributable 
to property produced by the corporation 
and (3) the gain is realized within three years 
following the completion of the manufacture, 
construction or production of the property. 
This provision applies to gains realized 
after December 31, 1949, and specifically 
prohibits drawing legal inferences from this 
law as to what the law actually was for 
earlier years.” 


It might be urged that some of the ad- 
vantages of the former collapsible corpo- 


% 49-2 ustc { 9486, 178 F. (2d) 10 (CA-3). 
% Code Sec. 115 (g), amended by Sec. 208 of 
the Revenue Act of 1950. 


% Code Sec. 117 (m), added by Sec. 212 ef 
the Revenue Act of 1950. 
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ration can be retained, at least for 1951, 
by the use of Section 112(b)(7), reactivated 
by the Revenue Act of 1950, which affords 
limited tax-free liquidations. The use of 
partial corporate liquidations might serve 
the same tax purpose achieved by the now 
outmoded collapsible corporation.” 


Sale of Treasury Stock 


The sale of the original issue of stock 
by a corporation is for the purpose of 
raising operating capital, and, as such, the 
corporation realizes no taxable gain re- 
gardless of variations between sales prices 
and par values.” Similarly, the acquisition 
by a corporation of its own stock for cash 
to be held in its treasury yields neither 
capital gain nor loss.” When the corpo- 
ration, however, reacquires stock which 
it once sold and resells it, capital gain or 
loss results if it trades in it as it would 
in any other stock.™ Gain or loss is also 
realized if it receives its own stock in 
satisfaction of a debt or upon the sale 
of its property. 


Sales of treasury stock to employees 
have been ruled to yield capital gains 
because the corporation is dealing in its 
own shares as it might in those of an- 
other, even though by so doing the em- 
ployees’ interest in the business might be 
enhanced.” The practice of many corpo- 
rations of selling or giving stock options to 
employees either as additional compensation 
or as an incentive to greater productivity or 
loyalty has raised, of late, a significant tax 
question. Section 29.22(a)(1) of Regula- 
tions 111 had stated that property trans- 
ferred by an employer to an employee at 
substantially less than its fair market value 
was to be regarded as compensation and 
that the amount paid must be included by 
the employee in his gross income “to the 
extent that such difference is in the nature 
of compensation.” But how does oné dis- 
tinguish between stock options transferred 
to employees as compensation and those 





% See the material herein under the headings 
‘‘Redemption of Stock’’ and ‘‘Limited Tax-Free 
Liquidations.”’ 

® Code Sec. 29.22 (a)-15. 

10 Dorsey Company v. Commissioner, 35-1 
ustc { 9250, 76 F. (2d) 339 (CCA-5), cert. den. 
296 U. S. 589 (1935). 

101 G, C. M. 12955, XII-1 CB 107. 

1022 Regs. 111, Sec. 29.22 (a) 15; Helvering v. 
Edison Brothers Stores, Inc., 43-1 ustc { 9273, 
133 F. (2d) 575 (CCA-8): Commissioner v. Air 
Reduction Company, 42-2 ustc { 9598, 130 F. 
(2a) 145 (CCA-2); Aviation Capital, Inc., v. 
Pedrick, 45-1 ustc {§ 9219, 148 F. (2d) 165 
(CCA-2); Commissioner v. Snite, 49-2 ustc { 9470, 
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transferred as gifts, that is, as incentives to 
greater effort and loyalty? Even when this 
question is solved, the problem of deter- 
mining the year in which the option is 
taxable still remains. In the Geeseman™ 
and Adams*™ cases the taxpayers’ conten- 
tions that they were gifts prevailed. In 
conflict with this line of cases are those in 
which stock options were held to be com- 
pensatory in nature as of the date when the 
employee purchased the stock, illustrated 
by the Haberman,” Epsen*® and Connolly ™ 
cases. 


This controversy was partly decided in 
the case of Commissioner v. John H, Sinith 
in the United States Supreme Court in 
19462" It was held that a stock option 
admittedly given to an employee for past 
services results in taxable income in the 
year in which the stock was received and 
is measured by the difference between the 
fair market value of the stock when received 
and the option price. The question as to 
whether an incentive stock option was still 
allowable and was taxable remained unan- 
swered. Even the question as to when the 
recognizable income occurred remained un- 
solved for all cases but its own. Was it 
when the option was given, when the 
option was exercised or when the stock 
was received? 


As a result of the Smith case, the Treasury 
issued T. D. 5507 and I. T. 3795 on April 
12, 1946, revising its regulations. They 
provide that executed stock options and the 
delivery of stock by an employer to an 
employee for less than fair market value 
on options granted subsequent to February 
25, 1945, are in the nature of compensation. 
They are includible in gross income for 
employees, with a corresponding deduction 
to the employer for the compensation paid, 
both measured by the difference between 
the amount paid and fair market value. In 
computing capital gains or losses from the 
subsequent sale of such securities, their 
basis shall be the fair market value at the 
time of purchase and not the actual amount 


177 F. (2d) 819 (CA-7); Commissioner v. Rollins 
Burdick Hunter Company, 49-1 ustc { 9278, 174 
F. (2d) 698 (CA-7), rev’g CCH Dec. 15,949, 9 
TC 169 (1947); Batten, Barton, Durstine ¢€ 
Osborn, Inc., 49-1 ustc § 9117, 171 F. (2d) 474 
(CA-2), rev’g CCH Dec. 16,024, 9 TC 448 (1947). 

™ CCH Dec. 10,112, 38 BTA 258 (1938) (acq.). 

CCH Dec. 10,591, 39 BTA 387 (1939) (acq.). 

5 CCH Dec. 8677, 31 BTA 75 (1934), aff'd, 
79 F. (2d) 995 (CCA-2). 

16 CCH Dec. 11,792, 44 BTA 322 (1941). 

17 CCH Dec. 12,120, 45 BTA 374 (1941), aff'd, 
43-1 ustc { 9366, 135 F. (2d) 64 (CCA-6). 

108 45-1 ustc { 9187, 324 U. S. 177, cert. den. 
45-1 ustc J 9253, 324 U. S. 695. 
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paid by the employee. The lapsing of 
employee options yields a loss to the extent 
that he gave consideration for them. 


On options granted prior to February 26, 
1945, no income will ordinarily result to the 
employee provided that on or before July 1, 
1946, the employee receiving the option and 
the employer filed in duplicate with the 
Commissioner of Internal Revenue written 
consent as to the tax basis of the option, 
its nondeductibility by the employer and 
the promise of indemnification to the Com- 
missioner if a claim for refund or credit 
is ever made. 


Of course, options to purchase stock at 
less than market value may still be gifts in 
nonemployee relationships when the dona- 
tive intent is present.” 


The Revenue Act of 1950 has drastically 
changed the tax law on employee stock 
options. It holds, roughly, that no taxable 
income is realized at the time the option is 
exercised provided the option price is at 
least 85 per cent of the fair market value 
of the stock at the time the option is 
granted, the recipient owns directly or in- 
directly less than 10 per cent of the voting 
power of all classes of stock of the em- 
ployer or its parent company and the option 
is exercised while the taxpayer is still its 
employee or within three months after 
employment termination. The stock ac- 
quired must not be sold within two years 
after the option is granted and must be 
held not less than six months. 


Part of the profit on the disposition of the 
stock after 1949 may, under certain cir- 
cumstances, be taxed as ordinary income 
in the year of disposition. If the holding 
period of the stock is adequate and the 
difference between the option and_ fair 
market values of the stock at the time of 
the option was more than 5 per cent, the 
employee is deemed to have received fully 
taxable compensation in the year the stock 
is disposed of measured by the amount in 
excess of the option price but no more than 
the lesser of the fair market value of the 
stock at the time the option was granted 
and the fair market value of the stock at 
the time of the disposition. 


Correspondingly, the corporation-employer 
is consequently not entitled to a deduction 
as in the past, because such options are not 
treated any longer as additional income, 
and it is deemed to have received only the 
option price at the time of the exercise. 
This provision applies to employee stock 











options received after February 26, 1945, 
and exercised after 1949, 

The Revenue Act of 1950 has, to be sure, 
eliminated much of the confusion in law of 
employee stock options. However, it has 
created in its wake at least one new problem 
as to this question. If the stock is unlisted, 
it would be well to attain a convincing 
valuation of this stock by appraisal or 
otherwise at the time of the option, The 
problem lies in arriving at the fair market 
value of such stock. 


Losses Between Related Parties 


Losses from the sale or exchange of se- 
curities are disallowed if the transactions 
take place directly or indirectly between 
taxpayers, whether or not the negotiations 
are bona fide, who have the following re- 
lationships: 


(1) Members of the same family, includ- 
ing husband and wife, those of whole or half 
blood and ancestors and lineal descendents; 


(2) An individual and a corporation ii 
more than 50 per cent of the value of its 
stock is owned directly or indirectly by or 
for the individual, except in liquidation of 
the corporation; 


(3) Two corporations more than 50 per 
cent of each of whose stock is owned, di- 
rectly or indirectly, by or for the same indi- 
vidual if either was a domestic or foreign 
personal holding company during the pre- 
ceding year, except in corporate liquida- 
tions; 

(4) A grantor and trustee of any trust; 


(5) Trustees of two trusts created by the 
same grantor; 

(6) The trustee and beneficiary of the 
same trust.” 


By contrast, while losses between those 
in the specified groups are disallowed, gains 
are recognized. Though the seller’s loss is 
disallowed taxwise, the purchaser’s and not 
the seller’s basis prevails in subsequent trans- 
actions. The individual, a term which in- 
cludes a partner, is considered to own the 
securities which he actually and construc- 
tively owns. Securities constructively 
owned by or for a corporation, partnership, 
estate or trust are deemed to be owned pro- 
portionately by or for its shareholders, part- 
ners or beneficiaries who, in turn, are 
treated as being actually owners and thus 
may make others constructive owners there- 





"109 Siegel, CCH Dec. 10,553, 39 BTA 60 (1939) 
(aeq.). 
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110 Code Sec. 24(b) (1). 
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of. This extension of the concept of owner- 
ship does not apply to family and 
partnership relations.” Thus a deduction 
is allowed for a loss on a bona fide sale to 
a son-in-law of the taxpayer’s brother.™ 


Sale losses between family members are 
disallowed even when the sale is a forced 
and not a willful one, as in the case of a 
loss arising from a foreclosure proceeding 
instituted by a hostile brother.“ Similarly, 
security losses are disallowed when a hus- 
band effects losses between his wife and 
himself by ordering his broker to sell his 
or her securities and purchase the same for 
one another’s account. This tax conclusion 
was arrived at by the United States Supreme 
Court in the McWilliams case** even though 
the identical securities were not transacted 
and the intermediary buyers and sellers re- 
mained unidentified. 


Worthless Securities 


Losses from worthless shares are de- 
ductible at capital-loss rates’ in the year 
when they became worthless, determined as 
of the last day of the taxable year for long- 
and short-term computations. The distress 
of owning worthless shares is aggravated 
frequently by controversies with the Treas- 
ury as to when the worthlessness oc- 
curred,” which is so important in effecting 
a tax deduction for a boss. The practical 
disappearance of the value of stock is not 
conclusive as to the year in which the loss 
occurred. It must be fixed by an identi- 
fiable event, it must be sustained during the 
suggested tax year and it must be sub- 
stantiated by completed transactions. The 
filing of a petition in bankruptcy or receiver- 
ship does not necessarily provide such an 
‘ event, although if it is accompanied by evi- 
dence that a corporate reorganization or a 
distribution of assets is unlikely, it has 
been accepted.” Abandonment of the busi- 
ness is usually good proof. The loss de- 
duction for worthless shares must be taken 
in the year when they actually became so 
and not in a subsequent year when they are 
sold for a nominal sum. 


111 Code Secs. 24(b)(2)(A)-24(b)(2)(E); Regs. 
111, Sec. 29.246. 

112 Saul, CCH Dec. 6 TCM 734 
(1947). 

113 Zacek, CCH Dec. 15,793, 8 TC 1056 (1947). 

144 Cited at footnote 63. 

115 Code Sec. 23 (e)-4. 

118 Code Secs. 23(g)(2)(3)(4), Sec. 127; Regs. 
111, Sec. 29.23(g)-1. 

1117 Horning, CCH Dec. 9630, 35 BTA 897; Kirby 
v. Commissioner, 39-1 ustc { 9367, 102 F. (2d) 
115 (CCA-5). 

118 Code Sec. 322(b) (5). 
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The injustices that might follow the dis- 
allowance of a loss for worthlessness in the 
erroneous year selected by the taxpayer 
have resulted in a special provision for a 
seven-year instead ef a three-year statute 
of limitations, during which time the neces- 
sary tax adjustments may be made.™ A 
deduction for partial worthlessness can be 
taken only by a bona fide sale of the shares. 


Worthless corporate bonds, debentures 
and other obligations are subject to the 
same tax treatment as worthless stock ex- 
cept that bonds owned by banks and trust 
companies and bonds of affiliated corpora- 
tions and of foreign countries are both fully 
deductible as bad debts.“* However, since 
bonds constitute prior claims to corporate 
assets, it is frequently more difficult to es- 
tablish their complete worthlessness or to 
determine the date of the effective loss than 
in the case of shares. Partial losses in the 
value of bonds as reflected in reduced mar- 
ket values, as in the case of shares, are not 
deductible unless realized. Such partial 
bond losses can be effected only as a result 
of sales or exchanges. By comparison, 
partially worthless debts, evidenced by open 
account and not, for example, by bonds, 
may be deducted.™ 


Worthless securities owned by a corpo- 
ration are reported as capital losses. How- 
ever, if these worthless securities are those 
of an affiliated corporation, they are fully 
deductible.™ 


Corporate and noncorporate dealers may 
also effect a full deduction when they carry 
their security inventories at market or the 


lower of cost or market values. Similarly, 
war losses in securities sustained by all types 
of taxpayers are also fully deductible.” 


Interest and Dividends 


Interest on indebtedness is ordinarily tax- 
able income, except that the imterest on 
state and municipal bonds is wholly exempt 
and that on federal bonds issued prior to 
March 1, 1941, is wholly or partially exempt. 


119 Code Secs. 23(k)(1), 23(k)(2), 104; Regs. 
111, Sec. 29.23(k) (4). 

12 Code Sec. 23(k) (1). 

1321 Code Secs. 23(f), 23(k)(5), Regs. 111, Sec. 
29.23(k) (4); Code Sec. 23(g)(4), Regs. 111, Sec. 
29.23(g)-2. A corporation is ‘‘affiliated’’ if at 
least 95 per cent of each class of stock is owned 
by a domestic corporation and more than 90 
per cent of its gross income is from sources 
other than royalties, certain rents, dividends, 
certain interest annuities or gains from sales 
or exchanges of securities. 

132 Code Sec. 127. 
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When bonds are called and redeemed before 
the maturity date, future interest between 
the redemption and the maturity dates is 
treated as part of the redemption pro- 
ceeds.“ Interest accrued on bonds sold 
between interest dates is accruable to the 
seller and purchaser as of the purchase date 
without regard to the tax value of the bond 
in the hands either of the seller or pur- 
chaser. 


Interest on defaulted bonds purchased 
“flat” or “plus accrued interest” loses its 
identity as such and is treated as a return 
of capital when received.™ Similarly, in de- 
faulted tax-exempt bonds, the collected in- 
terest reduces the value, even though the 
interest itself would have been tax free.” 
This latter situation works a hardship on 
the taxpayer. 


Comparable tax questions have arisen in 
connection with dividend arrears of pre- 
ferred stock. It has been ruled that when 
preferred stock is being redeemed at a fixed 
price plus accumulated dividends, the entire 
amount constitutes one capital transaction. 
Thus, the dividend arrears are transmuted 
into a capital asset. However, if a dividend 
declaration was made prior to redemption, 
the payment of arrears would constitute 
dividend income.™ On the other hand, if the 
stock is not being redeemed, dividend ar- 
rears, when paid, are taxable as income. Of 
course, stockholders can escape the actual 
or constructive receipt of dividend income 
by selling the stock before the exdividend 
date, in which event the proceeds would re- 
flect the dividends but would nevertheless 
be treated as part of the capital asset.™ 


Premiums paid on bonds in excess of re- 
demption value because of their economic 
attractiveness may, under certain circum- 
stances, constitute part of the bond cost or 
may be treated as a prorated annual de- 
duction. The annual amortization of bond 
premiums is mandatory with some types of 
bonds and elective with others. Owners of 
fully exempt bonds must amortize pre- 
miums, individual owners of partially tax- 
able bonds may, but corporate owners must, 
amortize such premiums, and individual and 





123 Code Sec. 117(f). 

124 R. O. Holton & Company, CCH Dec. 11,774, 
44 BTA 202 (1941), app. dism’d (CCA-5, 1942); 
I. T. 3689, 1944 CB 65. 

13 Clyde C. Pierce v. Commissioner, 41-2 ustc 
§ 9507, 120 F. (2d) 206 (CCA-5). 

26 G. C. M. 5180, VII-2 CB 110. 

127 W. P. Hobby, CCH Dec. 13,581, 2 TC 980 
(1943) (aeq.): Stanley D. Beard, CCH Dec. 
14,379, 4 TC 756 (1945) (acq.). 
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corporate owners of fully taxable bonds 
may amortize bond premiums.™ 


Some bonds are callable and convertible. 
This feature permits the taxpayer to convert 
his bond into a share of stock at a fixed 
value at a specific date. Such bonds may 
command a premium in the market because 
of the bargain price at which the conversion 
can be made or the appeal of the interest 
yield. The Treasury held that the premium 
induced by the conversion was not intended 
by Congress to be amortizable. This 
opinion was disputed by taxpayers and some 
of the courts. The controversy was re- 
solved by the United States Supreme Court 
in favor of the taxpayers.” 


In all cases, the amortization of the 
premium reduces the tax value of the bond. 
With respect to wholly tax-exempt obli- 
gations, the tax values must be reduced by 
the annual premium amortization. With 
respect to partially tax-exempt bonds, the 
amortization reduces the credit that is per- 
mitted against the normal tax net income 
and also reduces the basis of the bonds. 
The amortizable premium of wholly taxable 
bonds, if elected, is deductible from gross 
income, and of course their tax value must 
be commensurately diminished. 


The Revenue Act of 1950, reflecting the 
current intent of Congress, denies a de- 
duction to that portion of a bond premium 
arising out of a conversion privilege, with 
the consequence that the Korell and Shoong 
decisions are undone. With respect to 
securities acquired on or before June 15, 
1950, the amendment applies to taxable 
years beginning after that date. However, 
with respect to bonds acquired after that 
date, only that part of the premium not 
attributable to the conversion privilege may 
be amortized in 1950 and subsequently. 
Hence, for the calendar year 1950, the 
amortization deduction based on the entire 
premium of convertible bonds acquired 
before June 15, 1950, can be taken on the 
1950 return. The value of the conversion 
privilege may not always be readily deter- 
mined. It may be computed by using 
comparable bonds that do not bear the con- 
version privilege. 


128 Code Secs. 113(b)(1)(H), 125. 

19 Commissioner v. Korell, 50-1 ustc { 9328, 
339 U. S. 619; Commissioner v. Shoong, 50-1 
ustc 1 9329, 339 U. S. 619. 

130 Code Sec. 125(b)(1), as amended by Sec. 
217 (a) of the Revenue Act of 1950. 


Tax-Exempt Corporations 


Educational, charitable and certain other 
tax-exempt organizations, foundations and 
trusts have had their tax privileges curtailed 
by the Revenue Act of 1950. All such or- 
ganizations exempt under Sections 101(1) 
and 101(7), certain organizations exempt 
under Section 101(6), except churches or 
associations of churches and all trusts re- 
ceiving charitable deductions under Section 
162 (a), are subject to regular income tax 
or denied charitable deductions with respect 
to income derived from unrelated business 
enterprises (in excess of $1,000) or from 
long-term leases of more than five-year 
duration on property purchased with bor- 
rowed funds. In addition, the financial 
statements of such organizations will be 
publicized. Feeder organizations that turn 
their incomes over to tax-exempt organi- 
zations are denied exemption, with limita- 
tions, in prior years. 


If funds are diverted from exempt organ- 
izations, the organizations lose their exemp- 
tion or are denied unlimited charitable 
deductions prospectively and, in grave situ- 
ations, retroactively. Deductions for con- 
tributions to organizations that have lost 
their exemption or their right to limitless 
charitable deductions are denied but only 
after the organizations have lost their tax- 
free status or deduction or retroactively 
where the donors themselves participated in 
substantial diversions to prohibited transac- 
tions.™ 


Discount v. Interest-Bearing Bonds 


The discount bond has advantages over 
the interest-bearing one. The amount re- 
ceived upon retirement by the holder of a 
bond or similiar security with interest cou- 
pons or in registered form is considered 
to have been received in exchange for it. 
Consequently, the difference between the 
low tax value of the discount bond in the 
hands of the bondholder and the larger 
amount received in retirement from the cor- 
poration for it is a capital gain under Sec- 
tions 117 (b) and 117 (f). The obvious tax 
saving to the investor arising out of the dis- 
count bond in contrast with the interest- 


181 Secs, 302. 203, 322, 3233. 341 (b) of the Reve- 
nue Act of 1950; Code Secs. 421 to 424, added 
by Sec. 301 (a) of the Revenue Act of 1950; 
Code Sec. 101, as amended by Secs. 301 (b), 
301 (c) of the Revenue Act of 1950; Code Sec. 
143, as amended by Sec. 301(c)(4) of the Reve- 
nue Act of 1950; Code Secs. 117(c)(1) and 
117(c)(2), as amended by Secs. 301(c)(2) and 
301(c)(3) of the Revenue Act of 1950; Code 
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bearing bond, due to the difference between 
the capital and ordinary gain tax rates, ren- 
ders the former more appealing. 


The investor’s preference for the discount 
bond does not add to the corporation’s ob- 
ligations. Where bonds are issued by a 
corporation at a discount, the net amount of 
the discount is deductible and is amortizable 
over the life of the bonds. In lieu of the 
interest deduction, the corporation enjoys 
a comparable deduction under Regulations 
111, Section 29.22 (a) (17) (3) (a). Whether 
this annual deduction is actually interest is 
a moot point. 


Discharge of Corporate 
Indebtedness 


It is settled law that when a corporation 
purchases its bonds or other instruments of 
indebtedness for less than the issue price, it 
realizes taxable income to the extent of the 
discount. Such taxpayers had the right in 
the alternative to defer the realization of 
taxable income by accepting a reduced tax 
basis for the securities. The Revenue Act 
of 1950 extends this right of election for 
only one year, and this option will thus not 
apply to tax years beginning in 1952. 


Limited Tax-Free Liquidations 


The Revenue Act of 1950 revives limited 
tax-free liquidations which were last per- 
mitted in 1944 to aid in the liquidation of 
certain domestic corporations, particularly 
domestic personal holding and realty com- 


panies. It is short-lived; it is restored for 
liquidations adopted after December 31, 
1950, and effected during any one calendar 
month in 1951. It permits stockholders of 
domestic corporations who hold 80 per cent 
of the stock of such corporations to elect to 
distribute the assets of the corporation in 
complete liquidation at liberal terms. In 
general, accumulated earnings are taxed as 
ordinary income. In addition, corporate 
assets in the form of cash and securities ac- 
quired after August 15, 1950, receive capital 
gain tax treatment in the hands of stock- 
holders. Corporate stockholders, however, 


Sec. 162, as amended by Sec. 321 of the Revenue 
Act of 1950; Code Secs. 3813 and 3814, added 
by Sec. 331 of the Revenue Act of 1950; Code 
Sec. 153, added by Sec. 341 (a) of the Revenue 
Act of 1950. 

132 Commissioner v. Jacobson, 49-1 ustc J 9133, 
336 U.S. 28. 

133 Code Secs. 22(b)(9) and 22{b)(10), as 
amended by Sec. 201 of the Revenue Act of 1950. 
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report short- or long-term capital gains to 
the extent of the greater of the ratable por- 
tion of these post-August 15, 1950, assets, 
or their share of the liquidating corpora- 
tion’s accumulated earnings and profits. All 
other assets acquired prior to August 16, 
1950, though appreciated in value, are gen- 
erally distributable tax-free, with the gain 
reported later when the assets are disposed 
of at a price in excess of adjusted stock 
bases. It might be that the previously 
mentioned collapsible corporation which has 
been deprived of its capital gain treatment 
by the Revenue Act of 1950 might be liqui- 
dated tax-free under this Section 112 (b) (7). 


Regulated Investment Companies 


Regulated investment companies are cor- 
porations whose primary source of income 
is dividends, interest and the profits from 
the sale of securities. Such companies enjoy 
special tax treatment if they distribute at 
least 90 per cent of their net income an- 
nually and are in a general way taxed only 
on the undistributed income at the usual 
corporate tax rates. Investing in the stock 
of regulated investment companies has 
been growing in popularity with small in- 
vestors. It enables the latter to reap the 
proportionate advantage of investments in 
diversified stocks and bonds expertly se- 
lected by the officers of such companies. 
Consequently, such companies receive fa- 
vored tax treatment. Under the prior law, 
however, unless they distributed a minimum 
of 90 per cent of their net annual income 
before the end of the taxable year, they lost 
their coveted tax status. 


The consent dividend credit provided 
some relief, but its use was not feasible if 
the company had many stockholders. The 
Revenue Act of 1950 provides that such 
companies may treat as dividends paid 
within the taxable year those dividends de- 
clared before the filing of their returns and 
paid within 12 months after the taxable year 
but not later than the first regular dividend 
after such declaration.™ 


Distributions in Aid 
of Decedent’s Estates 


The estate tax problem is frequently acute 
in the case of estates consisting largely of 


138 Code Sec. 112(b)(7), as amended by Sec. 
206(a) of the Revenue Act of 1950; Code Sec. 
113(a)(18), as amended by Sec. 206(b) of the 
Revenue Act of 1950; Sec. 206(c) of the Revenue 
Act of 1950. 

18 Code Sec. 362(b)(8), added by Sec. 222 of 
the Revenue Act of 1950. 
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shares in a family corporation. Executors 
are often obliged to dispose of family busi- 
nesses to raise enough money to pay the 
estate taxes. Under the prior law there 
were methods of relief but they were, by 
and large, unsatisfactory. If the Commis- 
sioner of Internal Revenue was convinced 
of the hardship, the payment might have 
been deferred for ten years at a rate of 4 
per cent. In the meantime, the income of 
the estate would have been subject to cor- 
porate and estate income taxes. The other 
method was for the estate to dispose of its 
corporate stock to be sure of capital gain 
rates, but it would have to withdraw from 
the family enterprise. 


The Revenue Act of 1950 provides an al- 
ternative. It holds that the cancellation or 
redemption of the stock of a deceased share- 
holder will be exempt from taxation to the 
extent of the total of the estate, inheritance, 
legacy and succession taxes including inter- 
est, provided only that the value of such 
stock comprises more than 50 per cent of 
the value of the net estate.™ 


It should be remembered that financial 
distress is not a requirement for the use of 
this statute. It would be well advised for 
stockholders in small corporations to an- 
ticipate death by building up their respective 
interests in their corporation so that they 
individually meet the statutory requirement 
and have available stock for such redemp- 
tion. 


Bond Losses by Banks 


The sale of certain bonds by banks and 
trust companies at a profit is treated as 
capital gains. However, losses thereon are 
fully deductible. This rule applies to the 
sale or exchange of bonds, debentures, 
notes, certificates and other evidences of in- 
debtedness with interest coupons or in reg- 
istered form.*” Banks are accorded this 
special tax treatment if they invest in these 
obligations and not if they are dealers in 
these sécurities.* Similarly, banks take a 
full and not a capital loss if the banking 
authorities require them to charge off a 
debt in whole or in part. Even deductions 
for partial worthlessness are permitted 
them.” [The End] 


136 Code Sec. 115(g)(3), added by Sec. 209(a) 
of the Revenue Act of 1950; Sec. 209(b) of the 
Revenue Act of 1950. 

137 Code Sec. 117(i). 

138 J, T. 4031, 1950-2 CB 43. 

139 Code Sec. 23(k) (3). 





ry’ HE federal estate and gift tax statutes 

classify aliens as residents and nonresi- 
dents, with cotresponding differences in tax- 
ation. For the purposes of both taxes, a 
person is considered a resident if he has his 
domicile in the United States.’ The estate, 
inheritance and succession tax laws of the 
states and territories of the United States 
also distinguish between resident and non- 
resident taxpayers. Here, again, the term 
“residence” is interpreted either by statutory 
definition? or by case law* to mean domicile. 
In at least one state, a resident for estate 
tax purposes is defined as “any person 
domiciled within the state and any other 
person who maintains a permanent place 
of abode within the state and spends in the 
aggregate six months of the taxable year 
within the state.”* The estate tax law of 
New York, which also interprets the term 
“residence” as meaning domicile,’ presumes 
a decedent to have been a so-called resident 
of New York for estate tax purposes if he 
Was a citizen of New York or in his last 
will described himself as a resident or citi- 
zen of New York, or if he dwelled or lodged 
in New York for the greater part of any 
consecutive 12-month period during the 24- 
month period immediately preceding his 





Domicile and Residence of Individuals 


for Americanlax 


death. These presumptions, however, are 
rebuttable by proof of domicile elsewhere.’ 


For the purposes of the state income tax, 
the law of New York provides that the 
term “resident” shall include any person 
domiciled in the state. It excludes, how- 
ever, a person who, though domiciled in 
New York, maintains no permanent place 
of abode within the state but does maintain 
a permanent place of abode without the 
state and who spends in the aggregate not 
more than 30 days of the taxable year within 
the state. On the other hand, the New 
York income tax law includes within the 
definition of “resident” any person who, 
though not domiciled in the state, maintains 
a permanent place of abode within the state 
and spends in the aggregate more than 
seven months of the taxable year within the 
state.* The income tax statute of Delaware 
contains the same definition.® Most of the 
other states of the Union consider as a 
“resident” for their income tax purposes 
any individual domiciled in the state, with- 
out exception. Furthermore, they include 
within the term “resident” persons not dom- 
iciled within the state if such persons have 
an abode within the state or have spent a 
prescribed period of time within the state,” 
or if they meet either” or both conditions.” 





1 Regs. 105, Sec. 81.5; Regs. 108, Sec.. 86.4; 
Bowring v. Bowers, 1 ustc { 293, 24 F. (2d) 918 
(CCA-2, 1928), cert. den. 277 U. S. 608. 

2 Cf. Arkansas Estate Tax Law, Sec. 14023 (f); 
Colorado Statutes Annotated, Chap. 85, Sec. 5; 
District of Columbia Code, Sec. 47-1628 (g); 
Florida Statutes, 1941, Title XIII, Sec. 198.01 (6); 
Code of Iowa, Sec. 450.2; Revised Laws of New 
Hampshire, 1942, Chap. 87, Sec. 1; Ohio General 
Code, Sec. 5373. 

3 Matter of Lyon, 117 Misc. 189, 191 N. Y. S. 
260 (Sur. Ct., Westchester County, 1921), aff’d 
200 App. Div. 918, 192 N. Y. S. 936 (2d Dept., 
1922); Matter of Martin, 173 App. Div. 1, 158 
N. Y. S. 915 (1st Dept., 1916), appeal dismissed 
219 N. Y. 557. 

4 Mississippi Code, 1942, Sec. 9263 (f). 

5 See footnote 3. 

6 New York Tax Law, Sec. 243. 

™ Matter of Barbour, 185 App. Div. 445, 173 
N. Y. S. 276 (1st Dept., 1918), aff'd 226 N. Y. 
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639, 123 N. E. 854 (1919); Matter of Frick, 116 
Misc. 488, 190 N. Y. S. 262 (Sur. Ct., New York 
County, 1921). In an earlier case a court had 
held the presumption to be conclusive, but this 
decision appears to be erroneous in view of the 
later cases. Matter of Green, 99 Misc. 582, 164 
N. Y. S. 1063 (Sur. Ct., New York County, 
1917), aff'd 179 App. Div. 890, 165 N. Y. S. 
1088 (1st Dept., 1917). 

8 New York Tax Law, Sec. 350 (7). 

® Revised Code of Delaware, Chap. 6, Sec. 
110 (b) (1). 

1° Cf. Code of Alabama, 1940, Title 51, Sec. 
373; California Revenue and Taxation Code, Sec. 
17015; South Dakota Code, 1939, Sec. 57.2601 
(11); Wisconsin Statutes, Sec. 71.01. 

u Cf. Arizona Code, Sec. 73.1504; Georgia 
Code, Sec. 92.3002; Code of Iowa, Sec. 422.4 (8); 
Minnesota Statutes, 1949, Sec. 290.01 (7); Missis- 
sippi Code, 1942, Sec. 9221 (e); Revised Code 

(Footnotes 11 and 12 cont’d on following page) 
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The federal income tax law of the United 
States distinguishes between aliens who are 
residents and those who are nonresidents 
of the United States.” The same distinction 
becomes important in the case of certain 
United States citizens who have earned in- 
come from sources without the United 
States.* In the federal income tax law, 
however, “residence” does not mean domi- 
cile.* 


Domicile 


Legal concepts are flexible and are con- 
tinuously adjusted to changing social con- 
ditions. A court, in applying a legal con- 
cept, often takes into account the purposes 
for which the concept is used in the par- 
ticular case. With these observations in 
mind it may be stated that in the United 
States we know only one concept of domi- 


(Footnote 11 continued) 

of Montana, 1947, Sec. 84-4901 (6); General 
Statutes of North Carolina, Sec. 105-132 (13); 
Code of Virginia, 1950, Sec. 58-77 (8). 

2 Cf. Statutes of Arkansas (Pope’s Digest), 
Sec. 84.2002 (a); Colorado Statutes Annotated, 
Sec. 1 (a) (8); District of Columbia Code, Sec. 
47-1551 (G); General Statutes of Kansas, Sec. 
79.3202 (a): Revised Statutes of Kentucky, Sec. 
141.010 (11); Louisiana Revised Statutes, Sub- 
title II, Sec. 47:31 (1); Flack’s Annotated Code 
of Maryland, 1939, Art. 81, Sec. 222 (i); North 
Dakota Revised Code, 1943, Sec. 57-3801; Ohio 
General Code, Sec. 5373; Oklahoma Statutes, 
1941, Sec. 874 (j); Code of Tennessee, Sec. 1090.3; 
Utah Code Annotated, 1943, Sec. 80-14-1 (7). 

Cf. Code Sec. 211; Regs. 111, Sec. 29.211-1. 

14 Cf. Code Sec. 116 (a). 

15 Regs. 111, Sec. 29.211-1; see Patino v. Com- 
missioner, 51-1 ustc { 9123, 186 F. (2d) 962, 963 
(CA-4); Commissioner v. Nubar, 50-2 ustc J 9502, 
185 F. (2d) 584, 586 (CA-4), rev’g CCH Dec. 
17,244, 13 TC 566 (1950); Myers v. Commis- 
sioner, 50-1 ustc { 9253, 180 F. (2d) 969 (CA-4); 
Commissioner v. Swent, 46-1 ustc { 9266, 155 F. 
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cile, whether the concept be used in taxa- 
tion or for other purposes.” It is employed 
to determine whether a certain individual 
is subject to a given rule of law prevailing 
in a particular geographic area. 


Every individual has a domicile. No per- 
son can have more than one domicile.” A 
person establishes a domicile of choice in 
a certain area by his physical presence 
there, coupled with the intent to make the 
area his home.” The probability or even 
certainty of a subsequent change does not 
prevent the establishment of a domicile, 
provided there exists at the outset the in- 
tention to remain at the domicile of choice 
for an indefinite period of time.” Absence 
for even a long period of time does not, in 
itself, change an established domicile.” If 
a person leaves his domicile with the in- 
tention never to return, he retains his old 
domicile until he has established a new one. 





(2d) 513 (CA-4). The term ‘‘fiscal domicile’’ is 
not customary in the United States. 

161 Beale, A Treatise on the Conflict of Laws, 
Sec. 9.4 (1935); American Law Institute Restate- 
ment, Conflict of Laws, Sec. 9 (1934); 3 Mertens, 
The Law of Federal Income Taxation, Sec. 19.31 
(1942); Montgomery, Federal Taxes—Estates, 
Trusts and Gifts, p. 809 (1951); 1 Paul, Federal 
Estate and Gift Taxation, Sec. 2.05, p. 101 (1942). 

17 American Law Institute Restatement, Con- 
flict of Laws, Sec. 11 (1934); Beale, work cited 
at footnote 16, Secs. 11.1, 11.2. 

18 American Law Institute, Restatement, Con- 
flict of Laws, Sec. 15 (1934); Beale, work cited 
at footnote 16, Sec. 15.2; see Texas v. Florida, 
306 U. S. 398, 424-425 (1939); Matter of New- 
comb, 192 N. Y. 238, 250 (1908). 

19 See Williamson v. Osenton, 232 U. S. 619, 
620 (1914). 

2 See Mitchell v. U. 8., 21 U. S. 350, 353 
(1874); Von Holt (Estate of Godfrey Brown) v. 
U. 8. (DC Hawaii, 1932); Bank of New York & 
Trust Company (Estate of Maria C. M. F. Val- 
entine), CCH Dec. 6453, 21 BTA 197, 204 (1930). 


917 


No domicile is acquired at a place where a 
person is kept under legal or physical com- 
pulsion.” 


Upon birth, a child takes the domicile of 
his father if the father is alive and the child 
is legitimate.” Otherwise, the child takes 
the domicile of the mother. If the domicile 
of the parent changes during the child’s 
minority, the domicile of the child changes 
accordingly, unless the child has been 
abandoned by the parent.” In case of the 
divorce of the parents, the domicile of the 
child is that of the parent who has custody 
over him.™ Im case both parents have equal 
rights of custody, the child’s domicile is 
usually determined by the domicile of the 
parent with whom the child makes his home. 
A minor who has been validly married can 
probably establish his own domicile of 
choice independent of that of his parent.” 


Under the old common law, a woman 
upon marriage acquired by operation of law 
the domicile of her husband. The wife’s 
dornicile followed that of the husband when- 
ever he changed it.* There is, however, a 
marked tendency to consider these rules as 
no longer being good law, at least in fiscal 
cases where the old common law rules 
would often work hardship.” A wife who 
has grounds for divorce can certainly estab- 


21 American Law Institute Restatement, Con- 
flict of Laws, Sec. 21. 

2 American Law Institute Restatement, Con- 
flict of Laws, Sec. 30; Beale, work cited in foot- 
note 16, Sec. 30.1. 

23 American Law Institute Restatement, Con- 
flict of Laws, Sec. 30, comment c. 

2% American Law Institute Restatement, Con- 
flict of Laws, Sec. 32; Beale, work cited at 
footnote 16, Sec. 32.1. 

2 American Law Institute Restatement, Con- 
flict of Laws, Sec. 31, illustrations 1 and 2; 
Beale, work cited at footnote 16, Sec. 31.1; but 
see Safe Deposit & Trust Company of Baltimore 
(Estate of Z. 8S. Reynolds), CCH Dec. 11,226, 42 
RTA 145 (1940), aff'd 41-2 ustc f 10,062, 121 F. 
(2d) 307 (CCA-4), rev’d, on other grounds, 42-1 
ustc § 10,167, 316 U. S. 56 (validly married 
minor held incapable of acquiring new domicile 
without guardian’s consent). 

2% American Law Institute Restatement, Con- 
flict of Laws, Sec. 27; Beale, work cited at foot- 
note 16, Sec. 27.2; see Matter of Green, cited at 
footnote 7, at pp. 1074-1075. 

*7Cf. Commonwealth v. Rutherford, 160 Va. 
524, 169 S. E. 909 (1933); McCormick v. U. 8., 
57 Treas. Dec. 117 (U. S. Customs Ct., 1930); 
see also Younger v. Gianotti. 1388 S. W. (2d) 
448, 128 ALR 1413 (Tenn. S. Ct., 1940): but see 
Paul Cavanagh, CCH Dec. 11,352, 42 BTA 1037 
(1940), aff’d 42-1 ustc 7 9243, 125 F. (2d) 366 
(CCA-9); Herbert Marshall, CCH Dec. 11,090, 
41 BTA 1064 (1940) (wife held domiciled in Cali- 
fornia, although never actually in state, where 
husband was domiciled there; therefore, wife 
held entitled to one half of income under Cali- 
fornia community property laws). 

2% American Law Institute Restatement, Con- 
flict of Laws, Sec. 28; Beale, work cited at foot- 
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lish a separate domicile.* The same right 
has been accorded to a wife who lives 
separate from her husband without being 
guilty of desertion.” An increasing number 
of authorities concede to the wife the power 
to acquire a separate domicile irrespective 
of the legality of her conduct.” 


Incompetent persons may change their 
domicile without the consent of their com- 
mittee if they have sufficient understanding 
to choose a place for their home.” If they 
do not have sufficient understanding, their 
domicile may be changed by their commit- 
tee under certain conditions.” 


Difficulties have often arisen in tax cases 
in applying the legal rules concerning domi- 
cile of choice to complicated fact situations. 
In determining the intent of a person, the 
courts take into consideration all relevant 
circumstances, such as his actual residence, 
the location of his interests and his course 
of conduct.™ Weight is given to declara- 
tions and motives. A statement made in a 
will may be important.* However, state- 
ments and declarations, even if made under 
oath, for example, for immigration purposes 
or in income tax returns, are disregarded if 
they appear to be in conflict with a person’s 
conduct.” 


note 16. Sec. 28.2; Cheever v. Wilson, 76 U. S. 
108 (1869); Torlonia v. Torlonia, 108 Conn. 292, 
142 Atl. 843 (Conn. S. Ct. of Err., 1928). 

22 Beale, work cited at footnote 16, Sec. 28.3; 
Williamson v. Osenton, cited at footnote 19. 

30 Cf. American Law Institute Restatement, 
Conflict of Laws, 1948 Supplement, comment a: 
‘“‘With the change in the status of the married 
woman so that few, if any of her common law 
disabilities remain, the determination of her 
domicile is based upon the same tests employed 
to determine the domicile of any other person 
who may act for himself.’’ See also Saperstone 
v. Saperstone, 73 Misc. 631, 131 N. Y. S. 241 
(S. Ct., Monroe County, 1911). 

31 American Law Institute Restatement, Con- 
flict of Laws, Sec. 40; Beale, work cited at foot- 
note 16, Sec. 40.1. 

% American Law Institute Restatement, Con- 
flict of Laws, Sec. 40, comment e. 

33 Cf. Estate of Anthony H. G. Fokker (Carter 
Tiffany, Executor), CCH Dec. 16,474, 10 TC 1225 
(1948); St. Louis Union Trust Company (Estate 
of William Northrup McMillan), CCH Dec. 7857, 
27 BTA 318 (1932); Cooper v. Reynolds, 24 F. 
(2a) 150 (DC Wyo., 1927). 

% Cf. Farmers Loan and Trust Company v. 
U. 8., 1932 CCH Standard Federal Tax Reports 
7 9413, 60 F. (2d) 618 (SD N. Y.); Guaranty 
Trust Company (Fstate of Albert G. Jeffress), 
CCH Dec. 7429, 25 BTA 507 (1932); Noah C. 
Rogers (Estate of William A. Dell), CCH Dec. 
5444, 17 BTA 570 (1929); Adolph Rosenberg 
(Estate of Herman Rosenberg), CCH Dec. 810, 
2 BTA 720 (1925). 

% Cf. Estate of Julius Bloch-Sulzberger, CCH 
Dec. 16,129(M), 6 TCM 1201 (1947); Frederick 
Rodiek (Estate of Johann Friedrich Hackfeld), 
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Residence 


As has been pointed out, the term “resi- 
dence” does not mean domicile for federal 
iacome tax purposes. The federal Income 
Tax Regulations provide that: 


& an alien actually present in the 
United States who is not a mere transient or 
sojourner is a resident of the United States 
for purposes of the income tax. Whether 
he is a transient is determined by his in- 
tentions with regard to the length and na- 
ture of his stay. A mere floating intention, 
indefinite as to time, to return to another 
country is not sufficient to constitute him a 
transient. If he lives in the United States 
and has no definite intention as to his stay, 
he is a resident. One who comes to the 
United States for a definite purpose which 
in its nature may be promptly accomplished 
is a transient; but if his purpose is of such 
a nature that an extended stay may be 
necessary for its accomplishment, and to 
that end the alien makes his home tempo- 
rarily in the United States, he becomes a 
resident though it may be his intention at 
all times to return to his domicile abroad 
when the purpose for which he came has 
been consummated or abandoned. An alien 
whose stay in the United States is limited 
to a definite period by the immigration laws 
is not a resident of the United States within 
the meaning of this Section, in the absence 
of exceptional circumstances.” * 


The same definition of residence applies 
to the cases of American citizens who may 





(Footnote 35 continued) 

CCH Dec. 9219, 33 BTA 1020 (1936), aff'd 37-1 
ustc § 9032, 87 F. (2d) 328 (CCA-2). See Texas 
v. Florida, cited at footnote 18: ‘‘While one’s 
statements may supply evidence of the intention 
requisite to establish domicile at a given place 
of residence, they cannot supply the fact of res- 
idence there, . . . and they are of slight weight 
when they conflict with the facts.’’ 

36 Regs. 111, Sec. 29.211-2. 

31 Cf. Code Sec. 116 (a). 

% See Matter of Newcomb, 192 N. Y. 238, 250 
(1908): ‘‘As ‘domicile’ and ‘residence’ are usu- 
ally in the same place, they are frequently used, 
even in our statutes, as if they had the same 
meaning, but they are not identical terms, for 
a person may have two places of ‘residence’ . 
but only one ‘domicile’. ‘Residence’ means liv- 
ing in a particular locality, but ‘domicile’ means 
living in that locality with intent to make it a 
fixed and permanent home. ‘Residence’ simply 
requires bodily presence in a given place while 
‘domicile’ requires bodily presence in that place 
and also an intention to make it one’s domicile.’’ 

399 See I. T. 3859, 1947-2 CB 98, 99. 

#® Michael Downs, CCH Dec. 15,431, 7 TC 1053 
(1947), aff'd 48-1 ustc 7 9159, 166 F. (2d) 504 
(CCA-9), cert. den. 334 U. S. 832; Ralph Love, 
CCH Dec. 15,627, 8 TC 400 (1947); semble C. 
Francis Weeks, CCH Dec. 18,081, 16 TC 248 
(1951); Carl H. Thornsell, CCH Dec. 17,306, 13 
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have a residence in a foreign country and 
who, under certain conditions prescribed in 
the Internal Revenue Code, are entitled to 
special tax treatment.” 


It is possible for a person to have more 
than one residence, although he can have 
only one domicile.™ He may be a resident 
of the United States, although he does not 
have his domicile there, and he may be a 
nonresident even though domiciled in the 
United States. An American citizen in 
wartime was employed on a military con- 
struction project in a foreign country. He 
lived in temporary quarters, and his status 
was in many respects akin to that of mili- 
tary personnel situated abroad. He was 
classified for income tax purposes as a so- 
journer and not a resident of such foreign 
country.“ On the other hand, an American 
citizen who worked on a wartime project in 
Nassau, made arrangements to work on 
another job thereafter and took his family 
with him was considered a resident of Nas- 
sau.“ 

An alien who enters the United States on 
an immigration visa creates a strong, al- 
though not conclusive, presumption that he 
intends to establish residence in the United 
States.” Departure from the United States 
on a business or vacation trip does not in- 
terrupt or terminate American residence.* 
When an alien leaves the United States with 
a so-called re-entry permit, he is, as a rule, 
deemed to have the intention of retaining 
his American residence.“ Great weight is 


TC 909 (1949); Arthur J. H. Johnson, CCH Dec. 
15,430, 7 TC 1040 (1946); see also I. T. 3642, 
1944 CB 262. 

44 Myers v. Commissioner, 50-1 vustc { 9253, 
180 F. (2d) 969 (CA-4); see also Swenson v. 
Thomas, 47-2 ustc 9404, 1644 F. (2d) 783 
(CCA-5), rev’g 46-2 ustc { 9382, 68 F. Supp. 390 
(DC Tex.); David E. Rose, CCH Dec. 18,072, 16 
TC 232 (1951); White v. Hofferbert, 50-1 ustc 
9197, 88 F. Supp. 457 (DC Md.); Kyle v. Jones, 
50-2 ustc { 9449, 92 F. Supp. 600 (DC Okla.); 
Herman Frederick Baehre, CCH Dec. 17,841, 15 
TC 266 (1950); Yaross v. Kraemer, 49-1 vustc 
9207, 83 F. Supp. 411 (DC Conn.); Audio Gray 
Harvey, CCH Dec. 16,231, 10 TC 183 (1948); 
Carstairs v. U. 8., 36-1 usrc { 9075, 75 F. Supp. 
683 (DC Pa.). 

42 See Ceska Cooper, CCH Dec. 17,967, 15 TC 
757, 764 (1950). But see Mim. 5883, 1945 CB 244, 
246: ‘‘The possession of an immigrant’s visa by 
an alien, upon his initial entrance into the 
United States, is not conclusive of his classifica- 
tion as a resident of this country.”’ 

4 Cf. Stallforth v. Helvering, 35-1 ustc {| 9329, 
77 F. (2d) 548 (CA of D. C.), cert. den. 296 
U. S. 606; J. P. Schumacher, CCH Dec. 905, 
32 BTA 1242 (1935); see also O. D. 498, 2 CB 163 
(1920). 

44 Cf. Walter J. Baer, CCH Dec. 15,177, 6 TC 
1195 (1946); L. #. L. Thomas, CCH Dec. 9173, 33 
BTA 725 (1935). 
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attached by the courts to the declarations 
and statements made by an alien in immi- 
gration and other proceedings in determin- 
ing whether such alien is a resident of the 
United States for income tax purposes. 
This is in contrast to the cases involving 
domicile for state tax purposes, where, as 
has been pointed out, such statements are 
disregarded if they are not borne out by the 
alien’s course of conduct.” The Regulations 
state that an alien who comes to the United 
States on a temporary visa, so that his stay 
is limited to a definite period by the immi- 
gration laws, establishes American residence 
only in exceptional circumstances.“ Alien 
refugees who came to the United States on 
temporary visas but made their home in the 
United States, at least temporarily, during 
the war were frequently treated for income 
tax purposes as residents.” 


Double Taxation Based 
on Conflicting Findings of Domicile 


Even if several jurisdictions apply the 
same legal principles for the ascertainment 
of domicile, it is possible that they will in- 
terpret the facts differently and thus arrive 
at different conclusions regarding the tax- 
payer’s domicile. 


With respect to the taxing power of the 
48 states of the Union, the Supreme Court 
of the United States has held that under 
the United States Constitution a state of 
domicile may levy death taxes only on real 
property and tangible personal property 


'S See footnote 35. 

** Regs. 111, Sec. 29.211-2. 

% Patino v. Commissioner and Commissioner 
v. Nubar, cited at footnote 15; J. H. Marsman, 
CCH Dec. 17,501(M), 9 TCM 108 (1950): John 
Henry Chapman, CCH Dec. 16,049, 9 TC 619 
(1947): Hans F. Wriedt, CCH Dec. 15,630 (M), 
6 TCM 144 (1947); See also Mim. 5883, 1945 CB 
224, modifying I. T. 3386, 1940-1 CB 66: but see 
Florica Constantinescu, CCH Dec. 16,486, 11 TC 
37 (1948) (deportable alien); Ferenc Molnar, 
CCH Dec. 14,809(M), 4 TCM 951 (1945), aff'd, on 
other grounds, 46-1 ustc { 9303, 156 F. (2d) 924 
(CCA-2). 

48 Frick v. Pennsylvania, 268 U. S. 473 (1925). 

4° States which exempt on a reciprocal basis 
Only the intangibles of residents of other states 
of the United States are Alabama, Arkansas, 
Colorado, Florida, Idaho, Iowa, Kansas, Ken- 
tucky, Mississippi, Montana, New Hampshire, 
Oklahoma and Wisconsin. 

5° States which grant a reciprocal exemption 
to residents of other states or foreign countries 
are California, Maryland, Michigan, New Mex- 
ico, Ohio, Oregon, Pennsylvania, South Carolina, 
West Virginia and Wyoming. 

51 Montana, Laws of 1941, Chap. 14; Ohio Code 
Annotated. 1934 (Baldwin's Certified Revision of 
Throckmorton), Sec. 5333. 


situated within its territory, while it may 
tax the intangible property of its domi- 
ciliaries wherever located.“ Double im- 
position of state death taxes, based on con- 
flicting findings of domicile, will therefore 
occur only with respect to intangibles. A 
large number of states exempt the intangible 
personal property of nonresidents, that is, 
nondomiciliaries, from taxation provided 
their state” or country” of domicile similarly 
exempts the intangibles of its nondomi- 
ciliaries. No such relief, however, is avail- 
able if two or more states tax an estate as 
a domiciliary estate. The death tax statutes 
of only two states, in taxing the estates of 
domiciled decedents, allow a credit against 
their estate taxes for death taxes paid to 
other states or countries.” A number of 
states permit the estates of domiciled 
decedents to deduct from the gross estate 
death taxes paid to other states.” A de- 
duction from the taxable estate, as opposed 
to a credit against the death tax, does not, 
however, eliminate double taxation. New 
York permits neither a deduction from the 
gross estate nor a credit against its tax to 
the estates of its domiciliaries for death taxes 
paid to other states or countries.” 


If two or more of the 48 states claim, for 
death tax purposes, that a decedent was 
domiciled within their respective jurisdic- 
tions, the resultant double taxation can be 
very onerous.” As a rule, in case of such 
conflicting determinations, the affected es- 
tate cannot obtain a resolution of the con- 
flict in the federal courts.“ Only in the 


52 Namely, Indiana, Kentucky, Massachusetts. 
Missouri, Nebraska, New Hampshire, New Jer- 
sey, Oklahoma, Rhode Island, South Carolina, 
Vermont, Wisconsin and Wyoming. Some of 
these statutes also allow a deduction for taxes 
paid to foreign countries. A few states only 
allow a deduction for taxes paid .to foreign 
countries, namely, Maryland, Michigan and 
Washington, and none for taxes paid to other 
American states. 

53 New York Tax Law, Sec. 249-a (1); see Sec. 
249-p (no credit even to nonresidents). 

5t An outstanding example is the Dorrance liti- 
gation. In this case both Pennsylvania and New 
Jersey held the decedent to have been domiciled 
within their jurisdictions (In re Dorrance’s 
Estate, 309 Pa. 151, 163 Atl. 303 (1932); In re 
Dorrance, 115 N. J. Eq. 268, 170 Atl. 601 (1934)). 
The estate, which was in excess of $100,000,000 
paid nearly $17,000,000 in Pennsylvania inheri- 
tance taxes and another $10,000,000 in New Jer- 
sey inheritance taxes in addition to the heavy 
federal estate tax. 

% Cf. Worcester County Trust Company v. 
Riley, 302 U. S. 392 (1937): Nevin v. Thayer 
Martin, 22 F. Supp. 836 (DC N. J., 1938), aff'd 
307 U. S. 616 (1938). In the Dorrance situation 
the estate tried three times unsuccessfully to 
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exceptional case in which the state of Texas, 
claiming to be the state of domicile of the 
decedent, sued the states of Florida, New 
York and Massachusetts, which similarly 
claimed domicile, did the federal courts on 
constitutional grounds take jurisdiction and 
determine the dispute, for the reason that 
the assets of the estate would have been in- 
sufficient to pay the taxes of all four states.™ 
In a number of cases, however, the taxation 
authorities of one state have voluntarily 
submitted to the courts of another state for 
the purpose of having the domicile of a 
decedent adjudicated.” In at least two 
cases in which the State of Connecticut ap- 
peared in a proceeding before a New York 
court, the court denied New York’s claim 
that it was the state of domicile and held 
the decedent to have been domiciled in 
Connecticut. In some states the taxing 
authorities are authorized by statute to enter 
into a written agreement for the com- 
promise of death taxes with the representa- 
tive of the estate and with the taxing offi- 
cials of other states claiming domicile of the 
decedent.” In other states the taxing 
authorities are authorized, if no compromise 
agreement can be reached, to submit the 
issue of domicile to arbitration. The arbi- 
trators are, however, limited to a finding 
that the decedent was domiciled in one 
state. They have no authority to allocate 
the taxes equitably among the competing 
states.” 


Double taxation based on double domicile 
is even more burdensome in the case of the 





(Footnote 55 continued) 
have the domicile conflict resolved by the federal 
courts: In re Dorrance’s Estate, cert. den. 287 
U. S. 660 (1935); Hill v. Martin, 296 U. S. 395 
(1935); In re Dorrance, 298 U. S. 678 (1935). 


56 Texas v. Florida, cited at footnote 18. 


51 Cf. Matter of Trowbridge, 266 N. Y. 283, 194 
N. E. 756 (1935) (New York and Connecticut); 
Matter of Lydig, 191 App. Div. 117, 180 N. Y. 
S. 143 (1st Dept., 1920) (New York and Massa- 
chusetts); Matter of Stone, 135 Misc. 736, 240 
N. Y. S. 398 (Sur. Ct., New York County, 1929) 
(New York and Connecticut). 


58 Matter of Trowbridge and Matter of Stone, 
cited at footnote 57. 


5° Cf. New York Tax Law, Sec. 249-0; Revised 
Statutes of New Jersey, Sec. 54.38A-1. 


6° Cf. Connecticut General Statutes Revision, 
1949, Secs. 2048 and following; Revised Code of 
Delaware, Secs. 143.2 and following; Revised 
Statutes of Maine, 1949, Chap. 142, Sec. 41 A-S; 
Flack’s Annotated Code of Maryland, 1939, as 
Statutes of Maine, 1949, Chap. 142, Sec. 41A-S; 
amended, Art. 81, Secs. 140A-140M; General 
Laws of Massachusetts, Chap. 65B, Secs. 2 and 
tollowing; Revised Laws of New Hampshire, 
1942, Chap. 89A; Pennsylvania Laws, 1949, Act 
No. 528, Secs. 1-17; General Laws of Rhode 
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federal estate tax. The statute allows no 
deduction from the gross estate for death 
taxes paid to any other state or country.” 
It does allow a credit against the basic 
federal estate tax for death taxes paid to 
any of the 48 states or to a territory or to 
the District of Columbia.“ In the absence 
of bilateral treaties, however, no credit is 
allowed to the estate of a decedent domi- 
ciled in the United States for taxes paid to 
a foreign country. 


The United States has entered into a 
number of treaties with foreign countries 
designed to avoid the double imposition of 
death taxes. “Domicile” in the treaties is 
important (a) in deciding whether a particu- 
lar estate comes within the scope of the 
treaty and (b) in determining the situs for 
death tax purposes of various assets of the 
estate. Most treaties fix the taxable situs 
of certain items, that is, bonds, at the de- 
cedent’s place of domicile.“ The treaties 
uniformly provide, however, that domicile 
shall be determined in accordance with the 
laws of the treaty country imposing the 
tax.“ Double taxation results, therefore, 
if both treaty countries under their re- 
spective laws consider the decedent a domi- 
ciliary. The concept of domicile also enters 
into the application of the credit provisions 
by means of which the treaties attempt to 
eliminate double taxation. Where only one 
treaty country asserts tax on the basis of 
the domicile of the decedent, the other 
treaty country is bound by such determina- 






Island, 1938, as amended, Chap. 43, Sec. 43; 
Vermont Statutes of 1947, Chaps. 50, 51; Code 
of Virginia, 1950, Art. 5, Secs. 58-217.1 and 
following. 


61 Cf. Regs 105, Sec. 81.37; J. L. N. Littauer 
et al. (Estate of El Littawer), CCH Dec. 7354, 
25 BTA 21 (1932); Guaranty Trust Company of 
New York (Estate of J. B. Kennedy) v. Commis- 
sioner, 35-2 ustc { 9539, 79 F. (2d) 245 (CCA-2). 


62 Code Sec. 813 (b); Regs. 105, Sec. 81.9 


68 Cf. United States-France, Art. 3 (2) (1); 
United States-United Kingdom, Art. III (2) (c). 
Unratified: United States-Greece, Art. IV (2) 
(i); United States-Ireland, Art. III (2) (c); 
United States-Norway, Art. III (2) (d); United 
States-South Africa, Art. III (2) (c). 


6 United States-Canada, Art. IV (3); United 
States-Canada Supplementary Convention, Art. 
III (2) (unratified); United States-France, Art. 
3 (1) (see also Protocol, Art. 1 (2)); United 
States-United Kingdom, Art. III (1). Unratified: 
United States-Greece, Art. IV (1); United States- 
Ireland, Art. III (1); United States-Norway, Art. 
III (1); United States-South Africa, Art. III (1). 
For South African death tax purposes the treaty 
speaks in terms of decedents being ‘‘ordinarily 
resident’”’ in any part of South Africa. 








tion for all treaty purposes.” If treaty 
country A, for example, claims the de- 
cedent to have been domiciled within its 
territory and treaty country B does not 
claim domicile, country B may not claim 
that the decedent was domiciled in country C. 


If only one treaty country claims death 
taxes on the basis of domicile while the 
second treaty country claims tax solely on 
the basis of situs, under the treaty provi- 
sions the country of domicile must allow 
against that part of its tax which is attrib- 
utable to property situated in the second 
country a credit equal to the tax imposed 
by the second country on account of such 
property, but not exceeding the amount of 
the first country’s own tax attributable to 
the property. If both treaty countries 
claim death taxes on the basis of domicile, 
the same credit is granted with reference 
to property which, under the situs rules 
of the treaties, is situated in only one of 
the treaty countries,” for example, corporate 
stock the situs of which is deemed to be 
the country of incorporation. If, under the 
treaty situs rules, property is deemed located 
for death tax purposes in both treaty coun- 
tries or outside both, a combined credit is 
granted by the two treaty countries equal 
to the amount of tax imposed with respect 
to such property by the country imposing 
the smaller tax. The credit is divided be- 
tween the two countries in proportion to 
the amount of tax imposed by each with 
respect to such property.” If a third country 
taxes all or part of the estate assets on the 


® Cf. United States-Canada Supplementary 
Convention, Art. V (3) (unratified); United 
States-France, Art. 5(3); United States-United 
Kingdom, Art. V (3); United States Treasury 
regulations implementing United States-United 
Kingdom Treaty, T. D. 5565, Sec. 82.103. Unrati- 
fied: United States-Greece, Art. VI (3); United 
States-Ireland, Art. V (4); United States-Nor- 
way, Art. V (3); United States-South Africa, 
Art. V (4). 

* United States-Canada, Art. VI; United 
States-Canada Supplementary Convention, Art. 
V (1) (unratified); United States-France, Art. 
5 (1); United States-United Kingdom, Art. V 
(1). Unratified: United States-Greece, Art. VI 
(1); United States-Ireland, Art. V (1); United 
States-Norway, Art. V (1); United States-South 
Africa, Art. V (2). 


8 See footnote 66; T. D. 5565, Sec. 82.107 (c) 
(illustrating credit computation under United 
States-United Kingdom treaty). 

6 Sce United States-Canada, Arts. III (1) and 
III (2): United States-Canada Supplementary 
Convention, Art. II (f) (unratified); United 
States-France, Art. 3 (2) (g); United States- 
United Kingdom, Art. III (2) (d). Unratified: 
United States-Greece, Art. IV (2) (f); United 
States-Ireland, Art. III (2) (d); United States- 


basis of situs or domicile, the credit to be 
granted by the first or second country for 
taxes paid to the third country is taken 
into consideration in determining the taxes 
of the first and second countries for the 
purpose of computing the treaty credits to 
be granted by them.” Double taxation based 
on double findings of domicile is, therefore, 
alleviated and to some extent eliminated 
by means of the credit system. However, 
the credits do not solve the problem com- 
pletely. Some of the treaties provide that 
under certain conditions, application for re- 
lief may be made to a treaty government 
if the action of the tax authorities of either 
treaty country has resulted in double taxa- 
tion. The authorities of the two countries 
may then consult for the purpose of avoiding 
such double taxation.” 


As has been pointed out, most of the 
American states which have income tax 
statutes based on residence treat taxpayers 
domiciled within their jurisdiction as resi- 
dents. Here, again, double taxation may 
result. New York allows its resident tax- 
payers neither a credit nor deduction for 
income taxes paid to other states,” while it 
grants to nonresidents a proportionate credit 
for income taxes paid to their state or 
country of residence, provided that such 
state or country grants a substantially simi- 
lar credit to residents of New York.” A 
number of states permit their residents to 
take a deduction from gross income for 
taxes paid to other states.“ In some states 
residents are permitted to credit foreign 


Norway, Art. III (2) (e); United States-South 
Africa, Art. III (2) (d). 


® Cf. United States-Canada Supplementary 
Convention, Art. V (2) (unratified) (the pres- 
ently effective United States-Canada treaty con- 
tains no credit provision for property deemed 
situated inside or outside both treaty countries) ; 
United States-France, Art. 5 (2); United States- 
United Kingdom, Art V (2). Unratified: United 
States-Greece, Art. VI (2); United States-Ire- 
land, Art. V (2); United States-Norway, Art. 
V (2); United States-South Africa, Art. V (2). 


7 Cf. United States-Canada Supplementary 
Convention, Art. V (3) (unratified); United 
States-France, Art. 5 (3); United States-United 
Kingdom, Art. V (3). Unratified: United States- 
Greece, Art. VI (3); United States-Ireland, Art. 
V (4); United States-Norway, Art. V (3); United 
States-South Africa, Art. V (4). 


1 Cf. United States-Canada, Art. XI; United 
States-France, Art. 14. Unratified: United 
States-Greece, Art. XII; United States-Norway, 
Art. XI; United States-South Africa, Art. XI. 

72 Cf. New York Tax Law, Sec. 360 (3). 

73 New York Tax Law, Sec. 363. 

% For example, Arkansas, Colorado, Delaware, 


Idaho, Iowa, Minnesota, North Carolina, South 
Dakota, Utah and Washington. 
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income taxes against their state income 
taxes.” The credit is, as a rule, allowed 
only for foreign taxes paid on income from 
sources within such foreign states. In only 
one state is the state tax commission au- 
thorized to enter into reciprocal agreements 
with other states in order to avoid double 
taxation.” 


Double Taxation 
in Case of Double Residence 


The federal income tax, as has been ex- 
plained above, is based on residence and 
not on domicile. Countries other than the 
United States may, of course, also consider 
a taxpayer to be a resident. The federal 
income tax law permits United States citi- 
zens to take a credit against United States 
income tax for any income, war profits and 
excess profits taxes paid or accrued during 
the taxable year to any foreign country.” 
The total credit, however, for all such taxes 
may not exceed that proportion of the 
United States income tax which the tax- 


payers net income from foreign sources . 


bears to his entire United States taxable 
net income.” Furthermore, the credit for 
tax paid to any one country may not exceed 
that proportion of the United States income 
tax which the taxpayer’s net income from 
sources within such country bears to his 
entire United States taxable net income.” 
An alien resident of the United States may 
deduct most foreign taxes from his gross 
income if he is not permitted to take a 
credit against his United States tax for such 
foreign taxes.” He is allowed to take such 
a credit if the foreign country of which 


%™% Cf. California Revenue and Taxation Code, 
Sec. 17976; General Statutes of Kansas, Sec. 
79-3232; Louisiana Revised Statutes, Chap. 1, 
Sec. 6A; Kentucky Revised Statutes, Sec. 141.070 
(1); Flack’s Annotated Code of Maryland, 1939, 
Sec. 231: Revised Statutes of Missouri, 1939, Sec. 
11349: Revised Code of Montana, 1947, Sec. 
2295.35; Revised Laws of New Mexico, 1942, Sec. 
76-1224; Code of Virginia, 1950, Sec. 58-103. 

™ North Dakota. 

™ Code Sec. 131 (a) (1). 

™ Code Sec. 131 (b) (2). 

7 Code Sec. 131 (b) (1). 

8° Code Sec. 23 (c). 

81 Code Sec. 131 (a) (3). 

82 See Code Sec. 131 (a) (3), allowing credit 
for any taxes ‘‘paid or accrued during the tax- 
able year to any foreign country ... .”? (Italics 
supplied.) See also Regs. 111, Sec. 29.131-1. 

8 For example, Australia (I. T. 3331, 1939-2 
CB 130); Austria; Italy; Mexico (I. T. 2410, 
VII-1 CB 110); Spain; Switzerland (I. T. 3900, 
1948-1 CB 72). 

8 United States-Canada, Art. XV; United 
States-Denmark, Art. XV; United States-France, 
Art. 14 (old convention); United States-The 
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he is a citizen or subject allows a similar 
credit against its taxes to citizens of the 
United States residing in such country. 
In order for the credit to be available to 
a resident alien of the United States, it is 
therefore not necessary that a treaty exist 
between the United States and the alien’s 
country of nationality. If the foreign coun- 
try in question under its internal tax legisla- 
tion grants a similar credit to United States 
citizens residing within it, the national of 
such country residing in the United States 
may take a credit against his United States 
income tax for taxes paid not only to his 
country of nationality but also for those 
paid to any other foreign country, provided 
the total credits taken do not exceed the 
proportion of United States tax outlined 
above.” A number of foreign countries ful- 
fill the “similar credit” requirement of the 
United States Internal Revenue Code with- 
out benefit of treaty.” There are, however, 
a considerable number of income tax treaties 
in effect between the United States and 
other countries on account of which alien 
residents of the United States who there- 
tofore were not allowed a credit under the 
United States tax law may now take such 
a credit.* It should be mentioned that an 
alien resident of the United States will not 
be entitled, for example, under the United 
States-French Income Tax Treaty, to a 
credit for income taxes paid to France if 
he is not a French citizen © and if his coun- 
try of nationality does not happen to grant 
a similar credit to citizens of the United 
States residing within its territory. Most 
income tax treaties, however, contain a pro- 
vision allowing a taxpayer to apply for 





Netherlands, Art. XIX; United States-Sweden, 
Art. XIV; United States-United Kingdom, Art. 
XIII. The following signed but unratified trea- 
ties will also make the credit available: United 
States-Belgium, Art. XII; United States-Greece, 
Art. XIV; United States-Ireland, Art. XIII; 
United States-New Zealand, Art. XIII; United 
States-Norway, Art. XIV; United States-South 
Africa, Art. IV. It should be noted, however, 
that the United States will grant credit only for 
treaty-country taxes, not for taxes paid to other 
countries, unless the particular treaty country 
has granted its United States citizen residents 
credit for taxes paid to all countries. Thus, 
under the United States-French treaty, a French 
citizen residing in the United States can take a 
credit only for French taxes, not for taxes paid 
to other countries. See I. T. 3749, 1945 CB 202. 

8 See United States Treasury regulations im- 
plementing the French treaty, T. D. 5499, Sec. 
7.423, which speak of the credit being available 
to ‘‘a citizen of France residing in the United 
States’’; see also Max Freudmann, CCH Dec. 
16,379, 10 TC 775 (1948) (no credit to Belgian 
citizen for Canadian taxes). 
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relief to the tax authorities of one of the 
treaty countries in case of double taxation 
and authorizing the treaty countries to 
negotiate and reach an agreement for the 
purpose of avoiding such double taxation.™ 


Some of the treaty clauses open this re- 
course only to citizens of the treaty coun- 
tries,” while the great majority now gives 
it to all residents of the treaty countries 
regardless of nationality.® [The End] 








Now some unions are planning to avoid 
the impact of the ruling by a different 
technique. Last month Daniel D. Carmell, 
general counsel for the Illinois State Fed- 
eration of Labor, told the federation’s 
sixty-ninth annual convention at Spring- 
field, Illinois, that new collective bargaining 
agreements should contain a clause specifi- 
cally stating that such benefit payments are 
to be tax free. Insurance and welfare pro- 
grams should be recognized as conditions 
of employment, not as compensation, Car- 
mell said. 


Reuben Soderstrom, president of the fed- 
eration, declared that many of the 2,300 
local unions in Illinois, representing 800,000 
members, will take Carmell’s advice and 
fight any attempt by the government to 
force employees to pay income tax on in- 
surance, health and welfare benefits. 


Let’s Improve Things Taxwise 


“The time has arrived when the Congress 
should recognize the need for the proper 
determination of responsibilities and serv- 
ices, as well as tax revenues as between 
Federal, State, and local governments,” ac- 
cording to Representative Harold C. Oster- 
tag of New York. 

Mr. Ostertag’s remarks were delivered in 
the course of Congressional discussion about 
a House resolution that would direct the 
Ways and Means Committee to “investi- 
gate and study the means and method of 
accomplishing the elimination of competi- 
tion, overlapping and duplication of sources 
of Federal, State, and local government 
taxes, and to report back to the House its 
recommendations with respect thereto be- 
fore the close of the present Congress.” 


There is duplication of gasoline taxes, 
income taxes, inheritance taxes, liquor taxes, 
amusement taxes and other taxes at three 


TAX-WISE—Continued from page 868 





86 Cf. United States-Canada, Art. XVI; United 
States-Denmark, Art. XX; United States-France, 
Art. 14 (new convention effective January 1, 
1950); United States-The Netherlands, Art. 
XXIV: United States-Sweden, Art. XX; United 
States-United Kingdom, no provision. Unrati- 
fied: United States-Belgium, Art XIX; United 
States-Greece, Art. XVII; United States-Ireland, 





levels of government, one congressman 
pointed out, and “somebody should do 
something to eliminate the waste and in- 
efficiency that we have at the present time. 
. .. Every large city in the United States 
is approaching a fiscal crisis.” 


At the present stage of discussions about 
the matter, there is little danger that any 
large body of voters will publicly disagree 
with House Resolution 414’s purpose of 
making things better somehow. Such a 
study was recommended by the Hoover 
Commission, the Conference of Governors 
and the Council of Mayors. According to 
another Representative from New York, 
Henry J. Latham, “the thought is that by 
agreement, if possible, the Federal, State, 
and local governments should get together 
and separate the areas of taxation for each 
level of government. 


“It should be done and it must be done. 
You have duplication, and you have waste. 
The Federal Government hires tax clerks 
and stenographers, and uses paper and 
makes records, and goes through all the 
red tape, and spends a_ lot of money to 
collect a given tax. 


“The State government duplicates all this 
in many cases. The cities, the local gov- 
ernments, then further duplicate it. There 
is all that waste. 


“If a tax can be imposed and efficiently 
collected, let us say by the Federal Gov- 
ernment, then why not by agreement let 
the Federal Government collect that tax.” 


New York City Sales Tax 


The City of New York received $197,274,000 
in revenue from its sales tax levy in fiscal 
1950. The only states which received more 
from this same impost were California and 
Michigan. 


no provision; United States-New Zealand, Art. 
XVIII; United States-Norway, Art. XIX; United 
States-South Africa, Art. XIII. 

8 For example, United States-France, Art. 14 
(new treaty). 

8 Canada, Denmark, The Netherlands, Sweden, 
Belgium, Greece, New Zealand, Norway, South 
Africa (see sections cited in footnote 86). 
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XLVII 
Edwards v. The Cuba 
Railroad Company 


Do Subsidies Constitute 
Taxable Income? 


Tax Classics e e by Robert S. Holzman 


i BELIEVED more fervently than 
Alger that hard work alone makes for 
success, but practical cynics may find even 
in his books such admissions as “‘I was 
fortunate enough to find a friend . . . who 
helped me along ... .”* The Commis- 
sioner, who is practicality personified, might 
call this friendly hand “income.” 


A New Jersey corporation, not inappro- 
priately named The Cuba Railroad Com- 
pany, owned and operated trackage in that 
country. Under a franchise, the Cuban 
Government covenanted to pay a certain 
sum per kilometer for railroad track con- 
structed and maintained, while the company 
agreed to grant such privileges to the nation 
as reduced tariffs for permanent employees 
of the government (including troops, for 
the Kellogg-Briand Pact had not yet out- 
lawed war). The subsidy payments came to 
an even $1,642,216.20. ‘Those subsidies,” 
declared the Commissioner when he had 
flagged down the C. R. R., “were merely 
payments in advance on account of trans- 
portation services later to be performed by 
your company for the government; hence 
you owe me some tax.” “Your collector? 
missed his signal on that,” the carrier re- 
plied, “for those payments have but the 
remotest resemblance to a gain from either 
capital or labor, for which reason they are 
not income in any practical business sense.” 
“But I’m talking taxation,’ the Commis- 
sioner explained. 


On June 8, 1925, Mr. Justice Butler de- 
livered the opinion of the Supreme Court:® 
“The power given by Congress by the 
Sixteenth Amendment is to ‘lay and collect 
taxes on incomes from whatever source 
derived.’ The Sixteenth Amendment, 





Adjunct Professor, New York University Graduate School of Business Administration 


like other laws authorizing or imposing 
taxes, is to be taken as written and is not 
to be extended beyond the meaning clearly 
indicated by the language used. The Cuban 
laws and contracts are similar to legislation 
and arrangements for the promotion of rail- 
road construction which have been well 
known in the United States for more than 
half a century. Such aids, gifts and grants 
from the Government, subordinate political 
subdivisions or private sources,—whether of 
land, other property, credit or money,—in 
order to induce construction and operation 
of railroads for the service of the public 
are not given as mere gratuities : 
Usually they are given to promote settle- 
ment and to provide for the development 
of the resources in the territory to be 
served. The things so sought to be attained 
in the public interest are numerous and 
varied. There is no support for the view 
that the Cuban Government gave the sub- 
sidy payments, lands, buildings, railroad 
construction and equipment merely to ob- 
tain the specified concessions in respect of 
rates for Government transportation. Other 
rates were considered. By the first contract, 
plaintiff agreed to reduce fares for first- 
class passengers and by the second, it 
agreed to reduce the rate on small produce. 
Clearly, the value of the lands and other 
physical property handed over to aid plain- 
tiff in the completion of the railroad from 
Casilda to Placetas del Sur was not taxable 
income. These were to be used directly to 
complete the undertaking. The Commis- 
sioner of Internal Revenue in levying the 
tax did not include their value as income, 
and defendant does not claim that it was 
income. Relying on the contract for partial 
reimbursement, plaintiff furnished the money 





1 Horatio Alger, Jr., Mark, The Match Boy 
(Boston, Loring, Publisher, 1869), p. 24. 

? Big Bill Edwards, captain of the ’99 Prince- 
ton eleven, must have been tough even on the 
gridiron: ‘‘Prompt obedience to rules and reg- 


Tax Classics 





ulations develop character... .’’ William H. 
Edwards, Football Days (New York, Moffat, 
Yard and Company, 1916), p. 173. 

3 Hdwards v. The Cuba Railroad Company, 1 
ustc J 139, 268 U. S. 628 (1925). 
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necessary to construct the railroad. The 
subsidy payments were proportionate to 
mileage completed; and this indicates a pur- 
pose to reimburse plaintiff for capital ex- 
penditures. All—the physical properties and 
the money subsidies—were given for the 
same purpose. It cannot reasonably be held 
that one was contribution to capital assets, 
and that the other was profit, gain or in- 
come. Neither the laws nor the contracts 
indicate that the money subsidies were to 
be used for the payment of dividends, in- 
terest of anything else properly chargeable 
to or payable out of earnings or income. 
The subsidy payments taxed were not made 
for services rendered or to be rendered. 
They were not profits or gains from the use 
or operation of the railroad, and do not 
constitute income within the meaning of the 
Sixteenth Amendment. See . . . Eisner v. 
Macomber . . .;* Merchants Loan & Trust 
Co. v. Smietanka. .. * 


“A long line of cases starting with Ed- 
wards v. Cuba R. R. have established the 
rule that gifts and capital contributions are 
not income within the meaning of the Six- 
teenth Amendment. The mere fact that 
there is consideration for the payment in the 
form of duties imposed on the accepting cor- 
poration does not alter the principle stated.” * 
“As a result of the decision in Edwards v. 
Cuba Railroad Company ... it has become 
fairly well established that grants from the 
government, subordinate political subdivi- 
sions, Or private sources, in order to induce 
the construction of manufacturing or other 
facilities, do not constitute income to the 
recipient.”" “At the time, this seemingly 
innocuous decision attracted only casual at- 
tention. Later, however, as its boundaries 
were more fully delineated by what almost 
seemed to be a remorseful Court, the deci- 
sion was subjected to rather severe censure.® 
It was just as stoutly defended.” *® 


Governmental payments may not be sub- 
sidies at all. Thus, when the government 
requisitioned supplies and then returned a 
lesser amount, a credit for the differential 
was income. “Edwards v. Cuba R. R.... 


*See ‘‘Tax Classics,’’ 1948—II, Taxes—The 
Tax Magazine, February, 1948. 

5See ‘‘Tax Classics,’’ XXIX, TAxES—The Tax 
Magazine, May, 1950. 

* Randolph E. Paul, ‘‘Ascertainment of ‘Earn- 
ings or Profits’ for the Purpose of Determining 
Taxability of Corporate Distributions,’’ Har- 
vard Law Review, November, 1937, p. 50. 

™Sol Mandeil, ‘‘Do Subsidies Constitute Tax- 
able Income?’’ TAxES—The Tax Magazine, 
April, 1948, p. 323. 

8See Henry Rottschaefer, ‘‘The Concept of 
Income in Federal Taxation,’’ Minnesota Law 
Review, June, 1929, p. 637. 


touches subsidies which were not given alto- 
gether for a consideration moving from the 
grantor Moreover, they were not 
payments for property taken.” * 


However where the government made 
guaranty payments to railroads under the 
Transportation Act of 1920, taxable income 
resulted. The carriers could make contracts 
whereby the United States would make up 
reduced income in the period after federal 
operation, any excess earnings for the years 
to go to the government. “The sums re- 
ceived under the act,” explained Mr. Justice 
Roberts, “were not subsidies or gifts—that 
is contributions to the capital of the rail- 
roads—and this fact distinguishes cases 
such as Edwards v. Cuba Railroad Co. . . 
where the payments were conditioned upon 
construction work done. Here they were 
to be measured by a deficiency in operating 
income, and might be used... just as any 
other operating revenue might be applied. 
The government’s payments were not in 
their nature bounties, but an addition to a 
depleted operating revenue consequent upon 
a federal activity.” ” 


A Mixed Claims Commission made an 
award to a corporation that had lost a 
schooner through enemy action, and the 
taxpayer alleged that this was a nontaxable 
gift or gratuity. “The award in favor of 
the petitioner in this case,” declared the 
court, “was not of the nature of a gratuity 
or bounty, but was compensation exacted 
for the destruction of property.” ” 


The test is applied to other awards. The 
Secretary of the Interior was empowered to 
adjust claims of oil companies that in good 
faith had made investments in property sub- 
sequently established to have been the gov- 
ernment’s. Where one such company was 
given a portion of the operating income 
attributed to its share of the land, tax 
resulted. Citing the Cuba Railroad case, the 
court declared: “Our attention has been di- 
rected to a number of adjudications wherein 
there was involved the taxability of funds 
which were awarded by the Government; 
but in none of them was there involved a 


® Lloyd Fletcher, Jr., ‘‘Taxability of the Gov- 
ernment Subsidy,’’ The George Washington 
Law Review, April, 1944, p. 255. 

% Lehigh & Hudson River Railway Company 
v. Commissioner, 1930 CCH Standard Federal 
Tax Reports { 9067, 36 F. (2d) 719 (CCA-2, 
1929). 

u Texas & Pacific Railway Company v. U. 8., 
3 ustc { 936, 286 U. S. 285 (1932). 

122 Marine Transport Company v. Commis- 
sioner, 35-1 ustc 7 9348, 77 F. (2d) 177 (CCA-5). 
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situation comparable with that here.”*™ A 
corporation relinquished its claim to prop- 
erty in return for operating revenues im- 
pounded during the dispute. The revenues 
were taxed, as “there was no absence of 
consideration, for . . . [the company] re- 
linquished its claims, and the government 
relinquished most of the moneys impounded 
and granted a lease... . Edwards v. Cuba 
Railroad . . . is an example of a pure gift, 
and is not contrary to our conclusion.” * 


In return for making authorized improve- 
ments and for other forms of compliance, 
a ranch was given payments under the Soil 
Conservation and Domestic Allotment Act. 
“It is of little importance, we think, what 
name be applied to the payments, whether 
they be called ‘subsidies’ as insisted upon 
by the taxpayer, or ‘benefits’ as they were 
termed by the Board. In either event they 
are within the broad concept of income as 
that term is defined in §22(a).... i 
Again, it is said that the intent can not 
rationally be ascribed to Congress to bestow 
a benefit with one hand and to take it away 
with the other. We do not agree; many 
people are undergoing a like experience.” » 


,  ecroneg property was given to a busi- 
ness as inducement to move into a 
community, “no income was realized... 
by the receipt of the property .... Edwards 
wo. Cate I. KE Ca: 0.6.2 ” 16 Amounts contrib- 
uted by prospective patrons towards the 
cost of constructing extensions of existing 
power lines to the premises of the con- 
tributors were not taxable. “See ... 
Edwards v. Cuba Railroad Co..... » 37 Sums 
paid to a railway company to induce it to 
construct a storage warehouse upon its 
right of way were not income. “The record 
discloses that this was done more as a mat- 
ter of convenience to the shippers than for 
the benefit of [the railway]. See 
Edwards v. Cuba R.R. Co. ... .”™ 


Where customers paid for the property 
improvements necessary for a utility to 
extend its services to them, the utility com- 
pany could not claim depreciation. Said Mr. 
Justice Jackson: “The receipts have gone, 
so far as here involved, to add to the Com- 


138 Burke-Divide Oil Company v. Neal, 1934 
CCH Standard Federal Tax Reports { 9529, 73 
F. (2d) 857 (CCA-7). 

4% Obispo Oil Company v. Welch, 36-2 ustc 
1 9477, 85 F. (2d) 860 (CCA-9), rev’d, on other 
issue, 37-1 ustc { 9253, 301 U. S. 190. 

% Baboquivarit Cattle Company v. Commis- 
sioner, 43-1 ustc { 9385, 135 F. (2d) 114 (CCA-9). 

16 Frank Holton & Company, CCH Dec. 3683, 
10 BTA 1317 (1928). 

17 Tampa Electric Company, CCH Dec. 4179, 
12 BTA 1002 (1928). 
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pany’s surplus. They have not been taxed 
as income, presumably because it has been 
thought to be precluded by this Court’s 
decision in Edwards v. Cuba R. R. Co..... 
. . . But it does not follow that the Company 
must be permitted to recoup through un- 
taxed depreciation accruals on investment 
it has refused to make.” ”® 

“Persuaders” are sometimes deemed in- 
come, as where a corporate officer gave an 
employee the option of buying stock. 
“While the principle may be spelled out 
from the Cuba Railroad and .. . [later] 
cases that a payment may be given as in- 
ducement yet not be compensation to the 
payee, none of these cases involved a sit- 
uation remotely resembling the circumstances 
in the case at bar. Here, there was not only 
an inducement proffered to... [the em- 
ployee], but his realizing any income therefrom 
was conditioned upon and in _ consider- 
ation of his rendition of services to his 
employer.” ” But where outsiders gave sums 
to a nonprofit corporation for dike mainte- 
nance and related purposes, “being of the 
opinion that the amounts received by... 
[the corporation] from nonmembers were 
contributions or gifts, we hold that they 


should not have been included in... [the 
corporation’s] gross income. Cf. Edwards 
v. Cuba Railroad Co. .... _ 


A corporation was not taxed upon $456,405 
that it received from an employee in com- 
promise of a suit against him for surrepti- 
tious activities against the company’s inter- 
est. “It is... true that every receipt of 
money is not taxable .... The Edwards 
case and others of that sort are based on 
the fact that the subsidies represented an 
increment to capital .... As the taxpayer 
said . .. what it received was in the nature 
of a ‘windfall.’ ... It cannot be said that it 
was derived wholly or in part from the use 
of the taxpayer’s capital or labor.” ” 

Restoration of capital for book purposes 
may still be an income transaction. A rail- 
road company abandoned certain properties 
which the Interstate Commerce Commis- 
sion allowed to be treated as prorated 
charges to operating expense. “It is urged 
with considerable plausibility that these 


8 Kauai Railway Company, Ltd., CCH Dec. 
4390, 13 BTA 686 (1928). 

12 Detroit Hdison Company v. Commissioner, 
43-1 ustc { 9418, 319 U. S. 98. See ‘‘Tax Clas- 
Sics,’’ XLIV, August, 1951. 

20 Dan Dusen v. Commissioner, 48-1 ustc J 9214, 
166 F. (2d) 647 (CCA-9). 

21 Valley Waste Disposal Company, CCH Dec. 
10,413, 38 BTA 452 (1938). 

2 Central Railroad Company of New Jersey 
v. Commissioner, 35-2 ustc J 9575, 79 F. (2d) 697 
(CCA-3). 
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charges to operating expenses represent 
restorations to capital and are therefore not 
subject to income taxation. Of course 
restorations of capital assets are not taxable 
income. ... [The railroad] cites Edwards 
v. Cuba Railroad Co Of course those 
subsidies were not operating revenues, but 
here the revenues were the operating reve- 
nues of the railway. ... and the fact that 
they were to be used in part to restore past 
losses to the business would not change 
their taxable character.” * 


Sometimes a subsidy is accompanied by 
such conditions that it may be considered 
income in return for services. A steamship 
company received specified sums per mile 
for carrying mail under a contract calling 
for the acquisition of some new ships for 
the purpose. “It is conceded that the plan 
of paying per mile travelled instead of ac- 
cording to weight of mail carried was in- 
tended as a subsidy to encourage the operation 
of ships over the designated routes and 
as part of a plan to build up the merchant 


% Kansas City Southern Railway Company et 
al. v. Commissioner, 2 ustc {§ 798, 52 F. (2d) 
372 (CCA-8, 1931). 


% Lykes Brothers Steamship Company, Inc. v. 


Commissioner, 42-1 ustc { 9355, 126 F. (2d) 725 
(CCA-5). 








marine .... We are of opinion that what 
was to be paid, and was paid, under the 
mail carriage contract, though in character 
a subsidy, was paid for services rendered 
under the contract .... No part of them 
can be identified as a contribution to cap- 
ital under Edwards v. Cuba Ratlroad Co., 
supra.”** Mileage received by a company 
for operating a ferry was similarly regarded. 
“The payment by the state was intended, 
not to reimburse taxpayer for expenditures 
it had made in their purchase or equipment, 
but to compensate it for their operation. 

. The case of Edwards v. Cuba Railroad 


is readily distinguishable.” * 


Customarily the Commissioner watches 
situations of this type, for when folks are 
persuaded to undertake chores, they not 
unnaturally expect a subsidy of some sort. 
Only the resourceful Tom Sawyer could 
exact income for getting others to work for 
him: ‘ ‘Does a boy get a chance to white- 
wash a fence every day?’””™ 


% Helvering v. 
Company, 38-1 
(CCA-4).. 


2 Mark Twain, The Adventures of Tom Saw- 
yer (Hartford, The American Publishing Com- 
pany, 1881), p. 30. 


Claiborne-Annapolis 
ustc 9029, 93 F. 
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(2d) 875 








| THE COLLAPSIBLE CORPORATION THROUGH THE LOOKING GLASS— 
Continued from 7 898 





he ever be successful in overturning the 
tule of the General Utilities case it might be 
accomplished against the background of 
Section 112 (b) (7) with unfortunate results 
to the taxpayer.” 


As to the letter of the law, Sections 117 
(m) and 112 (b) (7) are reconcilable. An 
election to liquidate a corporation. within 
the terms of Section 112 (b) (7) requires 
that gain “shall be recognized only to the 
extent” indicated in its provisions. There 
is, therefore, no gain recognized when prop- 
erty of greatly appreciated value passes out 
of the corporation into the hands of the 
stockholders. The treatment of gain to 
shareholders under Section 117 (m) would, 
but for the provisions of the section, be 
taxed as a long-term gain from the sale of 
a capital asset. Recognition is a prere- 
quisite. 





Cf. Hanan, CCH Dec. 14,034(M), 3 TCM 670; 
Timken, CCH Dec. 14,011(M), 3 TCM 631. 
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As to the spirit of the law these two sec- 
tions are not reconcilable unless one is will- 
ing to admit that Congress intended to give 
stockholders who had formed “collapsible 
corporations” prior to the Revenue Act of 
1950 a way out. 


It is the writer’s conclusion that Section 
117 (m) requires interpretation by the 
courts because of the confusing location of 
the word “principally.” It is certain that 
this word will be used in arguments both 
by the Commissioner and by the taxpayer 
as having the meaning best suited to its 
proponent. Such a result could lead to bad 
law if not squarely clarified by appellate 
courts. The effect of Section 112 (b) (7) 
seems to be a one-year reprieve for the 
taxpayer who can avoid its pitfalls. 


[The End] 
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Books ... 


High Taxes Make Taxes Higher 


Taxes and Economic Incentives. Lewis H. 
Kimmel. The Brookings Institution, 722 
Jackson Place, N. W., Washington 6, D. C. 
1950. 217 pages. $2.50. 


Recent news reports speak of Colin 
Clark’s studies of the fiscal behavior of sev- 
eral countries during the period of World 
War I and World War II. Mr. Clark, 
Australian economist, comes to the conclu- 
sion that taxation beyond 25 per cent of the 
national income brings into play inflationary 
forces. 

Senator George and many of his fellow 
Republican congressmen have expressed 


their reluctance to increase our tax burden ™ 


because of their fear of passing that limit 
at which taxes begin seriously to impair the 
economy. On the other hand, however, 
proponents of welfare schemes seem to give 
little consideration to the fact that there is 
a limit and just what that limit of taxation is. 
Ability to pay is often glibly referred to 
as a justifiable basis for progression in in- 
come taxation. 

The Brookings Institution has also been 
interested in the problem of taxable capacity. 
Mr. Kimmel’s book is the study of this im- 
portant fiscal factor with particular emphasis 
on the reaction of people in the United 
States to tax burdens. 

A realistic examination of taxable capac- 
ity requires that at least four elements be 
taken into account: (1) the national income; 
(2) the scope and character of public ex- 
penditures; (3) the nature and methods of 
taxation; and (4) the reactions of the peo- 
ple to tax burdens. 


With customary thoroughness the author 
examines these factors and draws conclu- 
sions that are helpful in determining the 
point of the national income scale where 
capacity is approached. 


Some of the conclusions are as follows: 
The establishment of new businesses is not 
greatly affected by taxes. Decisions relat- 
ing to business expansion are influenced by 


* This book may be obtained in the United 
States from Commerce Clearing House, Inc., 214 
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taxes, especially income taxes. Small and 
moderate-sized firms hoping to expand 
from earnings are seriously affected by the 
corporate income tax. The volume of money 
savings available for investment is pro- 
foundly influenced by personal income 
taxes. Work incentives of wage earners 
are not materially influenced by taxes. In- 
dustrial incentives are not much affected by 
property taxes. Capital expansion and the 
level of business operations have not been 
appreciably affected by payroll taxes at 
recent rates. 


Canadian Taxes Need 
Explaining, Too 


Canadian Master Tax Guide. CCH Cana- 
dian Limited, 1200 Lawrence Avenue West, 
Park Road P. O., Toronto 10, Ontario, 
Canada.* Seventh edition, 1951. 314 pages. $3. 


This timely guide reflects amendments, 
resolutions, decisions and rulings pertaining 
to the Income Tax Act issued to September 
1, 1951. It is an up-to-date digest presenta- 
tion of today’s Canadian tax law. 

The conclusions presented are the final 
ones by the Supreme Court of Canada, the 
Exchequer Court and the Income Tax 
Appeal Board. 

Reproduced are full texts of the Canada- 
United States Reciprocal Tax Convention, 
and the Canada-United Kingdom and 
Canada-New Zealand Tax Agreements. An 
outline of the Excise Tax Act, the Excise 
Act and the Succession Duty Act with cur- 


rent rates applicable under each is also 
included. 


A Search for Effects 


Economic Effects of Section 102. Tax In- 
stitute, Inc., 457 Nassau Street, Princeton, 
New Jersey. 1951. 314 pages. $5. 


This is primarily a transcript and report 
of a series of panel discussions of the effect 
Section 102 has had upon the fiscal deci- 
sions of taxpayers (and, therefore, on the 


North Michigan Avenue, Chicago 1, Illinois, at 
$3 in United States dollars. 
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national economy), desirable changes in 
the administration or terminology of Sec- 
tion 102, and responses to a questionnaire 
concerning the extent to which 102 has 
influenced dividend distributions, stimulated 
or retarded business growth, expansion or 
consolidations, and choice of the business 
form. 


There is no decision reached by the panels 
as to specific effects of Section 102, except 
that it accomplishes its objective in most 
instances—to prevent the use of a corporate 
form to avoid individual income taxes— 
and is to that extent a “necessary evil.” 


Apart from service or brokerage-type 
companies, with little need for capital assets 
or investment, Section 102 appears to have 
had its principal impact upon small and 
medium-size corporations. And even here, 
the actions taken to avoid liability were 
largely inspired by uncertainty or a lack of 
specific information concerning the admin- 
istration of the section. Large corporations 
were rarely affected. 


In some instances, Section 102 led to 
expansion or distributions which might in 
later years prove inadvisable. But where, 
in spite of potential liability, management 
made its fiscal decisions after honest delibera- 
tion as to what would best serve the cor- 
porate interests (without reference to Section 
102), the decision was rarely challenged 
by the Bureau. 


For those who have had little actual ex- 
perience with the incidence or assertion of 
a Section 102 liability, the volume should 
provide a useful and, in many respects, 
reassuring cross-section of such experience 
by the practitioners and corporate officials 
participating in the discussions. 


All About Attorneys 


So You Want to Be a Lawyer. Kenneth 
Redden. The Bobbs-Merrill Company, 
Inc., 730 North Meridian Street, Indianapolis 
7, Indiana. 1951. 125 pages. $2.50. 


Career Planning in the Law. Kenneth 
Redden. The Bobbs-Merrill Company, Inc., 
730 North Meridian Street, Indianapolis 7, 
Indiana. 1951. 194 pages. $3. 


These two books are companion volumes 
by the same author, a professor of law at 
the University of Virginia, each containing 
not only his own observations but also a 
goodly amount of judiciously selected ma- 
terials which have previously appeared in 
diverse sources elsewhere. 


Lawyers perhaps know less about them- 
selves and their activities than the members 
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of any other profession. These books will 
therefore be welcomed not only by young 
lawyers and people who are considering the 
choice of law as a career, but also by full- 
fledged ulcer carriers in our large cities. 


Fittingly enough, the author employs a 
few of the introductory pages of the first 
volume to quote a choice essay on a point of 
controversy between lawyers and laymen— 
the honesty and general virtue of lawyers. 
“In every struggle for liberty, justice and 
right, the lawyer has been in the lead. ... 
[Then follows a listing of some of the great 
and honored men who were lawyers.] 
Three lawyers have been canonized by the 
Roman Catholic Church as saints. 
More lawyers enter the ministry than any 
other class of people. ... When Jesus was 
crucified, there were more than a million 
people present. Out of that vast multitude, 
only two men stepped out to claim His 
body and give it decent burial. They were 
Nicodemus and Joseph of Arimathea, and 
both of them were lawyers.” 

Why devote your life to the law? In 
the chapter bearing that title the author 
indicates that the psychological rewards 
are unique, that a lawyer’s life is spent in 
solving the myriad problems of humanity 
and that the prize to be sought is not a 
trophy but justice itself. The nature of the 
lawyer’s work and the factors to be con- 
sidered before deciding to study law are 
considered in detail in the remainder of 
the book. 


Both books are liberally sprinkled with 
tables and charts. 


The second book, with a great deal of 
detail, considers the nature and variety of 
opportunities available to law graduates. For 
example, the author abstracts materials 
from the Department of Commerce survey 
and states that, of the 140,000 lawyers en- 
gaged in independent practice in the United 
States—out of a total of 195,000 law- 
yers in the entire country, three fourths 
practice alone, that is, without partners. 
About 15 per cent practice in firms of only 
two partners, and the remainder are in the 
larger firms. 


“As might be expected, the average in- 
come per lawyer tends to increase with the 
size of the firm with which he is associated. 
For example, lawyers practicing by them- 
selves averaged (mean net income) about 
$5,800 a year in 1947, whereas each lawyer 
in two member firms averaged $8,000, or 39 
per cent more. Likewise, the larger the 
partnership the more each member makes. 
Thus, lawyers in “three member” firms 
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averaged $12,800 annually while those in 
“nine or more member” firms averaged 
$27,200, or almost five times as much as 
for solo practitioners.” 


Again, a pleasantly descriptive account of 
rural or small-town practice is filled with 
good sense. Concerning employment with 
the federal government, the author presents 
quite a bit of detailed information in dis- 
cussing many different agencies running 
the gamut from the Federal Trade Commis- 
sion to the Judge Advocate General’s Corps. 

The author’s style is lively 
thusiastic, and his presentation 
peppered with humorous tidbits. 


Both books make interesting reading. 


and en- 
is often 


Procedure Symposium 


Tax Fraud Cases. American Bar Associa- 
tion, Section of Taxation. Matthew Bender 
& Company, Inc., 109 State Street, Albany 1, 
New York. 1951. 248 pages. $6.50. 


This book contains the papers presented 
at the September, 1950 annual meeting of 
the American Bar Association. It 
symposium on procedure in tax fraud cases. 
The papers are presented in the sequence 
in which they were delivered. 


Summary 
of Important Law Developments 


1950 Annual Survey of American Law. 
New York University School of Law. 
Prentice-Hall, Inc., 70 Fifth Avenue, New 
York 11, New York. 1951. 915 pages. $10. 


In a well-organized manner, public, pri- 
vate and adjective law, and legal philosophy, 
history and reform are summarized here 
for the year 1950. A brief digest of the 
most important developments of the year 
preceeds each chapter and discussions of 
these developments follow. 


A comprehensive table of cases and an 
index are included for the reference reader 
and the text is footnoted uniformly though 
the chapters are authored individually. 


ARTICLES 


Still a Favorite Topic: The Revenue Act 
of 1950 . . A law review article studies 
the loophole opened by permission of the 
dividends-received credit, and its closing 
in the Revenue Act of 1950 under amended 
Code Section 26 (b). The section limits 
the credit, in the case of a dividend in prop- 
erty other than money, to 85 per cent of 
the adjusted basis of that property in the 
hands of the distributing corporation, in- 


Books .. . Articles 
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creased in the amount of any gain or de- 
creased in the amount of any loss recognized 
to the distributing corporation through such 
distribution and, further, that the credit 
may not exceed 85 per cent of the adjusted 
net income computed without regard to the 
net operating loss deduction. 


The author notes the amendment’s appli- 
cability only to dividends received after 
August 31, 1951, and that retroactivity to 
earlier open years “would have caused con- 
siderable administrative confusion wholly 
disproportionate to abstract tax equity and 
increased revenue.”—Diamond, “Corporate 
Payments to Stockholders and Employees 
Under the Revenue Act of 1950,” Miami 
Law Quarterly, April, 1951. 


And Transfers “Made in Contemplation 
of Death” . Sensible administration of 
the 1950 Act’s limitation of taxation of such 
transfers should preclude burdening ex- 
ecutors with establishing motives for rela- 
tively unimportant transfers made during 
the three-year period before the death of the 
transferor, according to one tax writer. He 
characterizes the new provision as “a long 
step in the right direction.”—Pavenstedt, 
“The Limitation of Taxation of Transfers 
in Contemplation of Death by the Revenue Act 
of 1950,” Michigan Law Review, April, 1951. 


Another Subject Frequently Explored: 
The Excess Profits Tax . . . General relief 
provisions, contained in Sections 442-447 
of the Internal Revenue Code, are the sub- 
ject of an article written by a Los Angeles 
CPA. He considers the effect of the in- 
crease of the excess profits credit. 


In comprehensive presentation, he ana- 
lyzes, section by section, the provisions 
which take the place of Section 722 of the 
World War II excess profits tax law. All 
of these provisions are based upon use of 
industry rates of return.—Bock, “The Gen- 
eral Relief Provisions of the New Excess- 
Profits-Tax Law,” Journal of Accountancy, 
July, 1951. 


And Further Analysis . A professor 
in Harvard University’s graduate school of 
business administration discusses computa- 
tion of the invested capital credit under the 
current excess profits tax. The credit may 
be computed in two ways—by the “his- 
torical capital method” or the “‘asset method.” 
He compares the former with its World 
War IT counterpart and, outlining the latter, 
styles it “an innovation as compared with 
the World War I and II precedents.”— 
Smith, “Role of Invested Capital Base in 
Excess Profits Taxation,” National Tar 
Journal, September, 1951. 
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Federal Taxes 
INCOME 


OPA price violations.—Facts: The tax- 
payer sued for a refund of taxes because of an 
alleged overpayment thereof. The overpay- 
ment was caused by its failure in its 1946 
income tax return to take as a deduction a 
penalty paid in 1946 to the government for a 
violation of OPA price regulations which had 
been found not to have been caused by willful- 
ness, intention or carelessness. The penalty 
item appeared on the return under the head- 
ing of unallowable deductions and on the 
taxpayer’s books as a charge to surplus in 
1946. Both its return and books were made 
and kept on the accrual basis. The decision 
finding the taxpayer guilty and the deter- 
mination of the payment of damages were 
also made in 1946. An unsuccessful appeal 
of this decision was made in 1948. The tax- 
payer claimed that the payment made in 
1946 on account of the overcharges was a 
lawful deduction either as a business loss 
or a trade or business expense. 


Decision: The court held that the amount 
paid as damages was deductible in deter- 
mining the taxpayer’s net income for 1946 
on the accrual basis. There was a binding 
adjudication in that year as to the taxpayer’s 
liability even though the correctness of the 
court’s determination was later questioned 
in an unsuccessiul appeal. In addition, the 
court had found in the prior litigation that 
no willfulness, intention or carelessness was 
evident in the violations—Utica Knitting 
Company v. Shaughnessy, 51-2 ustce {9442 
(BC N.Y): 


Facts: The taxpayer was a liquor whole- 
saler. When sales were made, the orders and 
invoices were made up and turned over to 
the shipping clerk for delivery. Collection 
for the orders, as prescribed by state law, 
was made on delivery. The amounts col- 
lected were those shown on the invoices 
which had been made up in compliance 
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with OPA ceilings. The company’s presi- 
dent made many business trips. He paid 
his expenses on these trips from his own 
pocket. Upon his return he reported the 
total sum spent and was reimbursed there- 
for, the bookkeeper entering the amount 
thereof on the books. No itemization of 
these expenses was made. Controversy 
arose over the Commissioner’s assertion 
that over-ceiling prices were charged for 
the liquor and over the amount of the 
president’s traveling expenses which was 
claimed as an ordinary and necessary busi- 
ness expense. 


Decision: It was the court’s decision that 
the Commissioner did not prove his case 
as to the price violations. While several 
witnesses testified that they had paid what 
they understood to be over-ceiling prices, 
they could not state what the price should 
have been, what they had actually paid or 
identify the person to whom paid. The 
court stated that while suspicion might 
have been evoked, nothing definite could 
be established. Therefore, on that score, no 
additional tax was due by the taxpayer. 


In regard to the traveling expenses, the 
court applied the Cohan rule (2 ustc { 489, 
39 F. (2d) 540), since no itemization of 
the expenses was made and it was not 
convinced that all of such expenses were 
incurred for strictly business considerations. 
—Kentucky Distributing Company, CCH Dec. 
18,520 (17 TC —, No. 36). 


Medical expenses.—Facts: The taxpayer’s 
wife was operated upon in 1943 for cancer 
of the throat. By 1946 she had not yet re- 
covered her voice and could not speak above 
a whisper. On account of the youth of her 
daughters (aged six and four) and their lack 
of understanding of their mother’s condi- 
tion, she found it very difficult to care for 
them and suffered from irritation and nerv- 
ousness. The taxpayer was advised by his 
wife’s physician that it would be helpful to 
his wife’s recovery if he would send the 
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children to day school and boarding school 
so that they would be away from their 
mother as much as possible. The taxpayer 
acted upon this advice, and in the year 1946 
incurred expenses in sending his children 
away to school. He deducted these expenses 
as medical expenses on his return, but the 
Commissioner disallowed the deduction. 


Decision: The court decided that such 
expenses were not medical expenses within 
the meaning of Section 23 (x) and, there- 
fore, were not deductible. The facts in this 
case are distinguishable from those in a 
previous decision of the court where a medi- 
cal-expense deduction for tuition expenses 
incurred by a taxpayer when he sent his 
daughter to school in Arizona because the 
climate there would be beneficial to her 
health was allowed. The court pointed out 
that the tuition expenses were allowable as 
a deduction in that case because they were 
incurred in caring for the child’s own health, 
while in this case the money was spent on 
healthy children to help cure another per- 
son who was ill.—Ochs, CCH Dec. 18,452 
(17 TC —, No. 16). 


Payments made under support order.— 
Facts: The taxpayer separated from his 
wife, and she obtained a support order 
from a Pennsylvania court. Many years 
later he obtained an uncontested divorce 
from a Nevada court. No mention of, or 
provision for, alimony was made in the 
divorce decree. Thereafter, the taxpayer 
remarried and moved to New Jersey. His 
former wife, on learning this, had him 
brought before the Pennsylvania court for 
a long arrearage in payments set forth by 
the support order. As a result of this hear- 
ing the taxpayer was ordered to pay the 
part of his arrears which his former wife 
agreed to accept in lieu of the full amount 
owed her, and the court continued a re- 
duced support order which it had approved 
some years after the entry of the original 
order. She agreed not to take any steps or 
begin any litigation with respect to the 
taxpayer’s present status. The taxpayer 
never made any attempt to have the sup- 
port order vacated after his divorce. The 
taxpayer took a deduction for the amount 
paid pursuant to the support order in the 
year in question. The Commissioner dis- 
allowed the deduction. 


Decision: The taxpayer could not take 
a deduction for the payments made to his 
former wife, said the court. The payments 
made by the taxpayer were not made un- 
der an agreement which was part of or 
incident to a divorce decree. They were 
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made under a Pennsylvania court order 
requiring support of a wife rather than as 
payments of alimony. No mention was 
made in the divorce decree of such pay- 
ments. Periodic payments under an agree- 
ment made subsequent to a divorce decree 
are not deductible under the Code. This 
is especially so where one of the consider- 
ations for such agreement is not to contest 
the validity of the divorce—Bergen, CCH 
Dec. 18,537(M) (10 TCM 865). 


Alimony payments.—Facts: The tax- 
payer, after the death of her divorced hus- 
band in 1941, filed a claim against his estate 
asserting her right to continue to receive 
monthly payments pursuant to a judicially 
approved agreement between the parties. 
In 1941 the executors of the estate entered 
into an agreement with the taxpayer which 
settled the method of determining the 
monthly alimony payments. The taxpayer 
failed to include the income she received 
pursuant to this agreement in 1942 and 1943 
in her income tax returns. She contended 
that Sections 22 (k) and 171 do not apply 
to this agreement. 


Decision: The court construed the agree- 
ment to be a supplement to and not a 
substitute for the original agreement. There- 
fore, the payments received by the taxpayer 
in 1942 and 1943 pursuant to the terms 
thereof were taxable income.—Fatrbanks v. 
Commissioner, 51-2 ustc J 9447 (CA-9). 


Capital v. ordinary loss.—Facts: The 
taxpayer was one of the beneficiaries of a 
trust created by her father. The taxpayer 
and the other beneficiaries entered into a 
liquidating trust, the terms of which pro- 
vided for the sale of the properties left by 
her father and the distribution of the pro- 
ceeds to the beneficiaries. One of the par- 
cels of property involved bordered on still 


water and was rented for the storage of - 


rafts of logs. Taxes were not paid on this 
property except for a portion thereof when 
it was rented to the Maritime Commission. 
The rest of the property was sold at tax 
sale, and the taxpayer sought a refund of 
taxes by reason of the loss sustained by 
the foreclosure. She claimed the loss to be 
an ordinary loss. 


Decision: The court held that the tax- 
payer had not sustained the burden of proof 
that the property was used in her trade 
or business. Therefore, the loss cannot be 
deemed to have been an ordinary loss but 
constituted a capital loss, the deductibility 
of which is limited by Section 117.—Emery, 
CCH Dec. 18,519 (17 TC —, No. 35). 
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Property subject to lien—VFuacts: This 
case is an appeal in an action to obtain a 
judgment for a deficiency in income taxes, 
with penalties and interest, and to subject 
to the payment thereof two annuity con- 
tracts of the taxpayer and a half interest in 
a tract of land which had been deeded to 
him and his wife as tenants by the entire- 
ties. In the case of the annuity contracts, 
the insurance company which had issued 
them was directed to pay into court, to be 
applied on the judgment, all amounts to 
which the taxpayer might be entitled as 
they should become due, with provision for 
a lump-sum payment in discharge of the 
obligations thereunder if the insurance com- 
pany and the government could reach an 
agreement with regard thereto. In the case 
of the half interest in the tract of land, the 
court held that this was subject to sale on 
the ground that the convevance to the tax- 
paver and his wife did not create an estate 
by entireties, because they were not validly 
married at the time of the conveyance. The 
taxpaver and his wife appealed from this 
judgment, contending (1) that the portion 
of the order dealing with the annuity con- 
tracts was void because it did not provide 
for their sale at public auction and (2) that 
the court erred in holding the half interest 
in the tract of land subject to the tax lien, 
since the land was purchased with the wife’s 
money and was conveyed to her and her 
husband with the intent that a tenancy 
by entireties be created and without reason 
on her part to think that she was not validly 
married to her husband at the time of the 
conveyance. 

Decision: The deed of record purporting 
to create an estate by entireties in the tax- 
payer and his supposed wife was ineffective 
in creating such an estate, since the parties 
were not lawfully married, the taxpayer al- 
ready having a living wife. The deed did 
not create a joint tenancy or a tenancy in 
common, as held by the lower court, but 
rather resulted in a trust, resulting or con- 
structive, in favor of the woman who pur- 
chased the real estate with her own funds 
under the erroneous belief, fraudulently im- 
pressed upon her by the taxpayer, that she 
was his wife. There was no theory under 
which the government could subject this 
property to a lien to satisfy income taxes 
and penalties unpaid and owing by the tax- 
paver. 

The order of the lower court directing 
that payments under the annuity contracts 
be paid to the government to satisfy income 
tax liens outstanding against the taxpayer 
was affirmed as proper under Section 3678 
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which permits such a receivership agree- 
ment. The lower court’s judgment, how- 
ever, was modified to protect the taxpayer’s 
rights with respect to the payment of the 
lump sum should the government and the 
insurance company reach an agreement. It 
was required that the taxpayer agree also, 
or in the event he did not agree, it provided 
that the contracts be sold at public auction, 
—Schwars v. U. S., 51-2 uste J 9444 (CA-4). 


RETAILERS’ EXCISE 


Check covers.—/’acts: The taxpayer man- 
ufactured personalized checks. With each 
original order for checks it supplied a cover 
made of a paper-base material for each 
packet of checks. These covers contained 
one pocket for the check blanks and another 
for the record. United States paper cur- 
rency will not lie flat in one of these pockets 
without being folded. The taxpayer testified 
that when it ordered the covers, it specified 
that they be so designed that they could 
not be used as wallets or billfolds. It was 
argued that these covers were covered by 
the taxing provisions of Section 1651 which 
applies to luggage, brief cases, handbags, 
wallets, key cases, etc. 


Decision: It was ruled by the court that 
the testimony and weight of the evidence 
adequately proved that the covers were not 
receptacles commonly and commercially 
known or sold as one of the items listed in 
Section 1651. It was deemed to be obvious 
that the covers were designed for specific 
use as checkbook covers and to use them 
otherwise would not be practical. “Properly 
construed, the statute includes in its purview 
the items that are specifically enumerated. . . . 
To extend the scope of the statute beyond 
the clear and unambiguous meaning is not 
warranted.”—De Luxe Check Printers, Inc 
v. Kelm, 51-2 ustc § 9437 (DC Minn.). 


State Taxes 
INCOME 


Result of lack of definition of “reorgani- 
zation” in South Carolina law.—Facits: A 
father and son were the owners in equal 
amounts of the shares of a corporation 
which was engaged in the wholesale and 
retail sale and distribution of petroleum 
products. The corporation owned consider- 
able’ real estate. In order to insulate this 
property from liability for damages incurred 
in the operation of the business, a new 
corporation was formed. The old corpora- 
tion conveyed to the new most or all of the 
real estate, and the shares of the new cor- 
poration were issued to the father and son 
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separately and in the same equal propor- 
tions and without consideration. The State 
Tax Commission assessed additional South 
Carolina personal income taxes against them 
upon the conception that the shares of stock 
in the new corporation which were issued 
to represent the value of the transferred 
real estate amounted to dividends from the 
old corporation. The individuals paid the 
additional income taxes under protest and 
brought suit for recovery thereof. 


Decision: Since the South Carolina law, 
unlike the federal, contains no definition 
of the word “reorganization” in its exemp- 
tion of such transactions, the court applied 
the “fair and ordinary meaning” of the word 
and decided the case against the taxpayers. 
The fair and ordinary meaning of “reor- 
ganization” cannot include the formation of 
a new, separate and distinct corporation 
without impairment of the corporate ex- 
istence or function of the old corporation. 
The father and son argued that they were 
individually no better off financially after 
the organization of the new corporation. 
However, the court decided that they were. 
After the formation of the new corporation 
they personally owned valuable shares of 
stock in the new corporation which they 
did not own before. They, in effect, owned 
the former surplus of the old corporation 
which had been that corporation’s property. 
\lthough the book (and real) value of their 
shares in the old corporation was reduced, 
that is the inevitable result of every pay- 
ment of corporate dividends. The transac- 
tion amounted to a distribution of the 
accumulated profits or surplus of the old 
corporation and is equivalent to the payment 
of dividends to the stockholders.—Wilson v. 
South Carolina Tax Commission, 2. stc 
{250-147 (S.C. S. Ce). 


SALES 


Sales of assets of bankrupt in California. 
—Facts: A trustee in bankruptcy was or- 
dered by the court to sell the assets of the 


estate. The California sales tex was not 
added to the purchase price of these assets, 
and the sales were not included in the 
bankrupt’s sales tax return filed by the 
trustee. The California Board of Equaliza- 
tion decided that the tax was due on these 
sales. 


Decision: The court deemed such trans- 
actions not to be taxable. It distinguished 
the situation here from one in which a trus- 
tee, under court order, might continue to 
operate a bankrupt business. In this case 
the sale was not made in the course of con- 
ducting the business but in the process of 
putting an end to the business. The court 
also ruled that the completion of certain 
unfinished assets to make them more mar- 
ketable also does not constitute continuing 
the business. Therefore, these sales are ex- 
empt from tax.—California State Board of 
Equalization v. Goggin, 2 stc 250-146 
(CA-9). 


Taxability of proceeds from coin-operated 
amusement machines in Florida.—/ acts: 
The taxpayer was the owner of coin-oper- 
ated music and pinball machines. It entered 
into agreements with storekeepers for the 
placement of these machines in their estab- 
lishments. Arrangements were made for the 
periodic division of the proceeds from the 
use of these machines by the patrons of 
the stores between the taxpayer and the store- 
keepers. Florida attempted to collect sales 
tax on the proceeds from the machines 
on the theory that the agreements were 
rental contracts. The taxpayer insisted that 
it and the storekeepers were joint advan- 
turers. 

Decision: It was held that the agreements 
constituted rental contracts for the ma- 
chines and that the percentage of the pro- 
ceeds paid to the storekeepers was taxable. 
The essentials of joint adventurers, as set 
forth in previous decisions of the court, were 
not met by the taxpayer.—Gay v. Supreme 
Distributors, Inc., 2 stc J 250-148 (Fla. S. Ct.). 





MORE ABOUT RECORDS—Continued from page 878 





of the employee, the effective date of the 
increase, the employee’s rate before the 
increase and his rate afterward, the em- 
ployee’s job title or job description, the 
maximum of the rate range of the em- 
ployee’s job or labor grade, and identifica- 
tion of the top-paid employee in the case 
of random-rated groups. If the increase 
was granted because of promotion or trans- 


Interpretations 


fer of the employee, this additional informa- 
tion must be kept: (1) the minimum and 
maximum of the rate range, or the estab- 
lished single rate, if any, of the job classi- 
fication to which the employee is promoted 
or transferred; (2) the employee’s job title 
before the promotion or transfer and his 
job title afterward; and (3), in case of the 
promotion or transfer of, or the creation of 
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a new job for, a salaried employee, a sup- 
porting certificate that the change is bona 
fide, sworn to by the proprietar, partner 
or corporate officer, as the case may be. 


The records of each increase must be 
kept for three years following the calendar 
vear in which the increase becomes effec- 
tive. They must be available for inspection 
by the appropriate government agencies. 
In addition, they must be open for inspec- 
tion by the recognized or certified bargain- 
ing agent “to the extent required by law.” 
Bonuses to salaried employees must be 
recorded and kept for the same period of time. 


a” vou are selling goods or services, you 
probably have to keep records in accord- 
ance with the General Ceiling Price Regu- 
lation which was originally issued January 
26, 1951, and then subsequently amended. 
That regulation establishes ceiling prices 
for all commodities and services (except 
those specifically exempt) upon the basis 
of prices in effect during the period from 
December 19, 1950, to January 25, 1951, 
inclusive, which period is referred to as 
the “base period.” In that case, you are 
required to keep records showing the prices 
charged by you for the commodities or 
services which you delivered or offered to 
deliver during the base period, and also 
showing the net cost incurred by you prior 
to the end of the base period in purchasing 
the commodities (if you are a wholesaler 
or retailer). You must also prepare and 
preserve a statement of your customary 
price differentials for terms and conditions 
of sale and classes of purchasers, which you 
had in effect during the base period. 


If you have just decided that some of the 
records you have been keeping showing the 
prices you charge for commodities and serv- 
ices are unnecessary, change your mind! 
You must continue to keep the records you 
have customarily kept. 


In addition, you must prepare and pre- 
serve records indicating clearly the basis 
upon which you have determined the ceiling 
price for any commodities or services not 
delivered by you or offered for delivery 
during the base period. If you are a re- 
tailer, you are required to preserve your 
purchase invoices and to record thereon 
both vour initial selling price and the sec- 
tion of the regulation under which you 
determined vour ceiling price. Current rec- 
ords for ceiling price purposes must be kept 
for at least two vears, and there are some 
80 different special regulations for different 
commodities. 


936 November, 1951 


NDER the Defense Production Act, 

relating to priorities and so forth, some 
86 separate orders have been issued. Each 
of those typically provides that “Each per- 
son participating in any transaction covered 
by this order shall retain in his possession 
for at least 2 years records of receipts, de- 
liveries, inventories and use, in sufficient 
detail to permit an audit that determines 
for each transaction that the provisions of 
this order have been met.” 


Besides the above records which must be 
kept under the different “emergency” regu- 
lations, there are of course the ordinary 
records which must be kept in accordance 
with the applicable state law. It is prob- 
ably prudent to keep all records pertaining 
to events and transactions which might be 
the subject of litigation, until the pertinent 
statute of limitations has run. The state 
laws vary a great deal in these respects. 
The period of limitations for personal injury 
actions ranges from one year in Alabama, 
Connecticut, Delaware, Kentucky, Massa- 
chusetts, Tennessee, Virginia and West 
Virginia to six years in Maine, Minnesota, 
Mississippi, North Dakota and Wisconsin. 
Similarly variant but with different periods 
falling to different states are actions for 
personal property damage, wrongful death, 
actions arising in contract and actions per- 
taining to land. 


| | Aptetcon has it that the Veterans Ad- 
ministration recently decided not to 
use a proposed new form because the con- 
sequence of adding that single sheet of 
paper to each of some seven million file 
folders would have necessitated a complete 
revamping of existing storage arrangements. 
While the volume of steady customers for 
the ordinary business does not run so high, 
the limitations imposed by today’s conditions 
and the ordinary pressures for efficiency 
force the businessman to pay frequent at- 
tention to the volume of his records as well 
as the length of time he must keep them. 


During the World War II OPA, a fairly 
common occurrence was an_applicant’s 
bringing in copies of newspaper advertise- 
ments showing base period prices and a 
charred record book to support the claim 
for a price increase after the required 
records had allegedly been burned. This 
should not be too surprising. Many busi- 
nessmen could feel they might as well dis- 
pose of records that have to be stored in 
a warehouse since, when that point is 
reached, no one is going to bother to look 
at them anyway. 
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Canadian Tax Letter 


Income Tax Regulations 


Depletion regulations relating to wells 
and mines. 


The Income Tax Regulations have been 
amended. Those amendments relating to 
depletion are noted below. 


The consolidation of profits and losses 
from all oil and gas wells, base and precious 
metal mines and industrial mineral mines 
of the taxpayer is required in computing 
profits for the purpose of determining the 
capital cost allowance (Regulations 1201(4), 
1202(3), 1203(3)). 

Persons other than operators of base or 
precious metal and certified industrial min- 
eral mines receiving royalties or rentals 
based on the value of production of the 
mines may deduct an amount up to 25 per 
cent of their rentals or royalties (Regula- 
tions 1202(5), 1203(2)). 

The allowances in respect to dividends 
from a corporation whose income includes 
mineral profits are not applicable to amounts 
deemed by the Act to be dividends (Regu- 
lation 1302). 


Earned or Investment Income 


Since profits were dependent on tax- 
payer's efforts, they constituted earned 
income. 


The taxpayer was the life beneficiary 
under the terms of her husband’s will and 
was also a coexecutor and cotrustee. It was 
provided in the will that she was to receive 
a life income from her deceased husband’s 
businesses. As executrix she was given 
power to operate or dispose of the busi- 
nesses, and she operated them under her 
direct supervision. The income payable to 
her from them was assessed by the Minister 
as investment income. It was her contention 
that since she directly operated and super- 
vised the businesses, the income was earned 
income. 

The Board allowed the appeal. The evi- 
dence disclosed that the taxpayer carried 
on the businesses, without any intervention 
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by her coexecutor, in the same manner as 
had her husband. The profits from the busi- 
nesses were largely dependent on the tax- 
payer’s efforts, and the moneys she received 
were paid directly to her from the businesses 
without any intervention by her cotrustee. 
—Parisien v. Minister of National Revenue, 
51 DTC J 1-304. 


Transactions Among Blood Relations 


Blood relationship does not refer only 
to statutory next of kin. 


The taxpayer, a merchant, claimed the 
right to deduct the amount of rent and 
interest owed to his father’s cousin and 
the amount of interest owed on a loan made 
to him by his mother. The Minister dis- 
allowed the deductions on the ground that 
the taxpayer was not dealing at arm’s 
length and was, therefore, not entitled to 
such deductions under Sections 12(3) and 
127(5)(c) of the Income Tax Act. 


The Minister was held to be correct. One 
of the taxpayer’s creditors was his mother, 
and there is not doubt that in her case the 
transaction was not at arm’s length. His 
second cousin must also be viewed as a 
blood relation. Blood relationship does not 
refer to statutory next of kin but describes 
the relationship between two or more per- 
sons who stand in lawful descent from a 
common ancestor. Since a blood relation- 
ship has been established, the taxpayer was 
deemed not to be dealing at arm’s length 
under Section 127(5)(c)—Francis v. Min- 
ister of National Revenue, CCH CANADIAN 
Tax Reports { 86-332. 


‘‘Deemed”’ is inflexible in its import. 


The controlling interest in the taxpaver 
corporation was held by two brothers, their 
mother and another corporation which was 
controlled by the two brothers and their 
families. The taxpayer was assessed by the 
Minister at the rate of 33 per cent on its 
total income, while the company controlled 
by the brothers and their families was 
assessed at the rate of 10 per cent on the 
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first $10,000 of income and at the rate of 
33 per cent on the residue. It was argued 
that both should receive the 
benefit of the lower tax rate, because they 
were in fact dealing at arm’s length. On 
appeal before a single Board member the 
matter was sent back for reassessment to 
enable the taxpayer to show by representa- 
tion whether or not the dealings were at 
arm's length. The language “shall be deemed 
not to deal with each other at arms length” 
was interpreted at that hearing to mean 
“shall, until the contrary is proven, be con- 
sidered not to deal at arms length.” Sub- 
sequently the case was referred to the full 
Board for determination pursuant to Section 
79(3) of the Income Tax Act. 


companies 


The appeal was dismissed, since the act 
expressly provides that persons connected 
by blood relationship shall be deemed not 
to deal at arm’s length. ‘“Deemed” is in- 
flexible in its purport, and the shareholders 
in the companies were clearly connected 
by blood relationship.—lVestern Printers 
Association, Ltd. v. Minister of National 


Revenue, 51 DTC ¢ 1-303. 


Transfer Between Husband and Wife 


No sale when shares first given as gift. 


taxpayer certain 
Later the wife 
another 


The husband transferred 
shares to his wife as a gift. 
decided to shares in 
pany. The taxpayer suggested that she 
transfer back the shares in the first com- 
pany to him, and he then sold them back 
to her, taking a note from her. After this 
she purchased the shares in the second com- 
pany. The Minister taxed the amount re- 
ceived as dividends in the hands of the 
taxpayer under Section 32(2) of the. Income 
War Tax Act. The 
that the transaction 


himself and his 


obtain com- 


submitted 
entered into between 
wife was not a transfer 
within the meaning of Section 32(2) but was 


t 


taxpayer 
1 


a bona fide sale and that the shares acquired 
by his wife in the second company were 
not a substitution within the meaning of 
the section was any 
a part to the substitution. 

The Board 


transaction 


since he not in way 
upheld the 
between 


Minister. The 
the husband and wife 
could not be considered to be a sale, since 
he had at first given the shares to her as a 
gift. It is not understandable why she then 
would consent to pay for something that 
had already been given to her, especially 
when she was in no financial positiom to 
pay for it. As to the taxpayer’s second 
submission, the section is applicable to a 
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substitution whether or not it was con- 
templated at the time of the original trans- 
fer.—McLaughlin v. Minister of National 
Revenue, CCH Canantan Tax Reports 
J 86-324. 


Sale of Franchise 


The sale of franchises 
capital nature. 


is not of q 


The taxpayer was the owner of a copy- 
right covering a method of bookkeeping. 
Its letters patent empowered it to buy, sell 
and deal in stationery, office supplies, ac- 
counting systems, etc. 
which it granted “exclusive rights” to 
operate the copyrighted system were set 
up by the taxpayer to facilitate the sale of 
supplies and forms. The revenue from the 
sales of franchises was assessed by the 
Minister as taxable income. It was argued 
by the txapayer that the sales were of 
capital nature to the extent that, I» 
ment, it was deprived of doing bis! 
the franchised areas. 


areas in 


Franchise 
%” 


The Board agreed with the Minister 
held that the sale of franchises wa: 
the sale of a capital asset, because there wa 
nothing in the agreements which preven 
the taxpaver from competing with the pur- 
chasers of franchises. The granting of “ex- 
clusive rights” merely meant that the tas 
would not appoint more than a maximum 
number of licensees in any particular area.— 
Peat Business Systems, Ltd. v. Minister of 
National Revenue, 51 DTC § 1-300. 


paver 
pave! 


Assessment Based on Normal Rather 
than Actual Profit 


Since adequate records were kept, 
burden of proof shifted to Minisier. 


The Minister added to the reported in- 
come of the taxpayer, a clothing merchant, 
a further sum which he contended was the 
normal profit from such a business resulting 
from a 25 per cent markup. The Minister 
also claimed that the taxpayer did not keey 
adequate records. 

The Board disagreed with the Minister 
It thought that the taxpayer did keep ade- 
quate records considering the nature and 
size of his business. This shifted the burden 
of proving the profit to the Minister who 
failed to show that the taxpayer’s figures 
were incorrect. There was evidence that 
the taxpayer sold merchandise at a dis- 
count in order to dispose of it.—Freitaq ¢ 
Minister of National Revenue, 51 DTC § 1-305 
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ALABAMA 


December 1—Automobile reports from 
dealers due. December 10—Alcoholic bev- 
erage reports from wholesalers and distribu- 

rs due.—Alcoholic beverage tax reports 
and payment from public service licensees 
due——Automobile reports from dealers due. 
—Tobacco stamp and use tax reports and 
payment due. December 15—Corporate in- 
come tax fourth installment due.—Gasoline 
reports from carriers, warehousers and 
transporters due.—Lubricating oils reports 
from carriers, warehousers and transporters 
due.—Mileage tax reports and payment from 
motor carriers due.—Oil and gas conserva- 
tion tax reports and payment due.—Oil and 
gas production tax reports and payment due. 
—Personal income tax fourth installment 
due. December 20—Automobile reports from 
dealers due. 








Coal and iron-ore mining tax 
reports and payment due.—Diesel fuel tax re- 
ports and payment due.—Gasoline tax re- 
ports and payment due.—Lubricating oils 
tax reports and payment due.—Sales tax 
reports and payment due.—Tobacco reports 
from wholesalers and jobbers due. Decem- 
ber 31—Property tax due (last day). 


ARIZONA 

December 5—Alcoholic beverage reports 
‘rom licensees due. December 10—Malt, 
vinous and spirituous liquor tax reports and 
payment from wholesalers due. December 
15—Gross income tax reports and payment 
due. December 17—Express company tax 
due (last day).—Property tax from private 
car companies due (last day). December 
20—\fotor carrier tax reports and payment 
due.—Use fuel tax reports and payment due. 
December 25—Motor vehicle fuel tax re- 
ports and payment from distributors, whole- 
salers and carriers due. 


ARKANSAS 


December 10—Alcoholic beverage reports 
due.—Cigarette reports due.—Motor fuel re- 
ports from carriers due.—Natural resources 
statements of purchases due. December 15— 
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@ e If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ @ 
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Compensating (use) tax reports and pay- 
ment due.—Gross receipts tax reports and 
payment due. December 20—AlIcoholic bev- 
erage special excise tax reports and payment 
from retailers due—Use fuel tax reports 
and payment due. December 25—M otor fuel 
tax reports and payment due.—Natural re- 
sources severance tax reports and payment 
due. 





CALIFORNIA 

December 1—Distilled spirits tax reports 
and payment from common carriers due. 
Gasoline tax reports and payment from dis- 
tributors due. December 5—Private car tax 
due.—Property tax on personal property 
secured by real estate due (last day).— 
Real property tax semiannual installment 
due. December 15—Alcoholic beverage im- 
port reports from common carriers due.— 
Beer and wine tax reports and payment due. 
—Distilled spirits tax reports and payment 
due.—Gasoline tax reports and payment 





from producers, brokers and importers due. 
—Personal income tax third installment due.— 
Use fuel tax reports and payment due. 
December 20—Gross receipts tax reports 
and payment from motor carriers due. 


COLORADO 

December 5—Alcoholic beverage reports 
from manufacturers due.—Motor carrier tax 
due. December 10—Motor carrier reports 
due. December 15—Bank tax fourth install- 
ment due.—Coal mine owner reports due.— 
Coal tonnage reports due.—Corporate in- 
come tax fourth installment due.—Personal 
income tax fourth installment due.—Sales 
tax reports and payment due.—Use tax re- 
ports and payment due. December 25— 
Diesel fuel tax reports and payment due. 
—Gasoline tax reports and payment due. 
December 31—Motor vehicle registration 

fee due. 

CONNECTICUT 


December 10—Cigarette reports from dis- 
tributors due. December 15—Cigarctte vend- 
ing machine reports from operators due.— 


939 































































































































































































































































































































































Gasoline use tax reports and payment due. 
December 20—Alcoholic beverage tax re- 
ports and payment due. December 25— 
Gasoline tax reports and payment due. 


DELAWARE 


December 15—Alcoholic beverage reports 
from manufacturers and importers due.— 
Cigarette and cigar reports due.—Gasoline 
reports from filling stations due. December 
31—Gasoline tax reports and payment from 
distributors and reports from carriers due. 


DISTRICT OF COLUMBIA 


December 10—Alcoholic beverage reports 
from licensed manufacturers, wholesalers 
and retailers due—Beer reports from li- 
censed manufacturers and wholesalers due. 
December 15—Beer tax due. December 20 
—Sales tax reports and payment due.—Use 
tax reports and payment due. December 
25—Gasoline tax reports and payment due. 


FLORIDA 


December 1—Auto transportation com- 
pany tax reports and payment due. Decem- 
ber 10—Alcoholic beverage tax reports and 
payment from manufacturers and dealers 
due. December 15—Alcoholic beverage re- 
ports from transporters and carriers due.— 
Cigarette reports from carriers due.—Gaso- 
line reports from nondistributors and car- 
riers due—Motor vehicle fuel use tax reports 
and payment due. December 20—Admis- 
sions tax reports and payment due.—Rental 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and payment due. December 25—Gasoline 
sales tax and storage tax reports and pay- 
ment due.—Motor fuel inspection fee reports 
and payment due.—Oil and gas production 
tax reports and payment due. 





GEORGIA 


December 10—Cigar and cigarette reports 
from wholesale dealers due——Distilled spirits 
reports from wholesale dealers due.—Motor 
carrier reports due. December 15—Malt 
beverage reports due. December 20—Bank 
share tax delinquent.—Gasoline tax reports 
and payment due.—Intangible personal prop- 
erty taxes delinquent.—Property tax delin- 
quent. December 31—Chain store and mail 
order house tax due.—Sales tax reports and 
payment due.—Use tax reports and payment 
due. 
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IDAHO 


December 15—Beer reports from dealers, 
brewers and wholesalers due.—Cigarette re- 
ports of wholesaler drop shipments due.— 
Electric power company tax reports and 
payment due. December 20—Property tax 
semiannual installment delinquent. Decem- 
ber 24—Personal property tax due. De- 
cember 25—Gasoline tax reports and payment 
from dealers due.—Use fuel tax reports and 
payment due. 


ILLINOIS 


December 10—Mileage tax reports and 
payment from motor carriers due. Decem- 
ber 15—Alcoholic beverage reports due.— 
Cigarette reports due.—Public utility tax 
reports and payment due.—Sales tax reports 
and payment due. December 20—Gasoline 
tax reports and payment due. December 
30—Gasoline reports from transporters due. 


INDIANA 


December 1—Alcoholic vinous beverage 
tax due. December 10—Cigarette reports 
from distributors on interstate business due. 
December 15—Alcoholic vinous beverage 
tax due.—Cigarette reports of distributor 
drop shipments due.—Use fuel tax reports 
and payment due. December 20—Intangibles 
reports from banks and trust companies due. 
—Intangibles tax from financial institutions 
due.—Intangibles tax reports and payment 
from building and loan and _ production 
credit associations due.—Share tax reports 
and payment from banks, building and loan 
associations and trust companies due. De- 
cember 25—Gasoline tax reports and pay- 
ment from distributors and carriers due.— 
Use fuel tax reports and payment from fuel 
dealers due. December 30—Petroleum pro- 
duction reports due. 


IOWA 


December 10—Beer tax reports and pay- 
ment from Class “A” permittees due.—Gaso- 
line tax reports and payment from carriers 
due. December 20—Gasoline reports and 
payment due. December 31—Pipeline com- 
pany inspection fee due (last day). 


KANSAS 


December 5—Cigarette reports from whole- 
salers due. December 10—Malt beverage 
reports due. December 15—AIcoholic liquor 
reports from manufacturers and distributors 
due.—Compensating use tax reports and 
payment due.—Gasoline and fuel use re- 
ports from carriers due.—Gross ton mileage 
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tax reports and payment from motor car- 
riers due. December 20—Alcoholic liquor 
tax reports and payment from retailers due. 
—Bank share tax first installment due.— 
Property tax first installment due.—Sales 
tax reports and payment due.—Use fuel tax 
reports and payment due. December 25— 
Gasoline tax reports and payment due. De- 
cember 31—Express company tax due (last 
day). 


KENTUCKY 


December 10—Distilled liquor tax from 
blenders and rectifiers due. December 15— 
Alcoholic beverage reports due.—Fuel use 
tax reports and payment from transporters 
due. December 20—Cigarette reports from 
wholesalers due.—Oil production tax reports 
and payment due. December 31—Amuse- 
ment and entertainment tax reports and 
payment due.—Gasoline reports from re- 
finers and importers due.—Gasoline tax 
reports and payment from dealers and trans- 
porters due.—Gross receipts tax reports and 
payment from public utilities due—Motor 
vehicle fuel use tax reports and payment 
due. ‘i 


LOUISIANA 


December 1—Soft drinks reports due. 
December 10—Beer reports from importers 
due.—Gasoline reports from importers due. 
—lLubricating oils reports from importers 
due. December 15—Gasoline reports from 
carriers due.—Intoxicating liquor reports 
due.—Kerosene reports from carriers due.— 
Lubricating oils reports from carriers due.— 
Soft drinks reports due—Tobacco reports 
due. December 20—Beer tax reports and 
payment from wholesale dealers due.—Fuel 
use tax reports and payment due.—Gasoline 
tax reports and payment due.—Kerosene tax 
reports and payment due.—Lubricating oils 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and payment due. December 31—Bank share 
tax due—Property tax due.—Public utility 
supervision and inspection fee due. 





MAINE 


December 10—Malt beverage reports from 
manufacturers and wholesalers due. Decem- 
ber 15—Railroad and street railroad tax 
installment due.—Sales tax reports and pay- 
ment due.—Use tax reports and payment 
due. December 25—Use fuel tax reports 
and payment due. December 31—Gasoline 
tax reports and payment due.—Liquor manu- 
facturer license fee due. 
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MARYLAND 


December 10—Admissions tax due.—Beer 
tax reports and payment due. December 
15—Corporate income tax fourth installment 
due.—Personal income tax fourth install- 
ment due.—Sales tax reports and payment 
due.—Use tax reports and payment due. 
December 31—Gasoline and diesel fuel tax 
reports and payment due. 


MASSACHUSETTS 


December 10—Alcoholic beverage excise 
tax reports and payment due.—Meals excise 
tax reports and payment due. December 
20—Cigarette tax reports and payment due. 
December 31—Motor fuel tax reports and 
payment due—Motor vehicle registration 
fee due. 





MICHIGAN 


December 1—Gas and oil severance tax 
reports and payment due.—Tonnage tax re- 
ports and payment on steam vessels due. 
December 5—Brewery production reports 
due.—Gasoline statements from carriers due. 
—Sacramental wine seller reports due. De- 
cember 10—Common and contract carrier 
reports and payment due.—Winery reports 
due. December 15—Sales tax reports and 
payment due.—Use tax reports and payment 
due. December 20—Cigarette tax reports 
and payment due.—Diesel fuel user tax re- 
ports and payment due.—Fuel sold for use 
on vessels, tax due——Gasoline tax reports 
and payment from distributors due. 





MINNESOTA 


December 10—Alcoholic beverage reports 
from wholesalers, brewers and manufactur- 
ers due.—Gasoline reports from carriers due. 
December 15—Corporate income tax fourth 
installment due (over $30).—Personal in- 
come tax fourth installment due (over $30). 


December 20—Cigarette sales tax reports - 


and payment due.—Cigarette use and stor- 
age tax reports and payment due. December 
23—Gasoline tax reports and payment from 
distributors due.—Special use fuel tax re- 
ports and payment due.—Tractor fuel seller 
reports due. 


MISSISSIPPI 


December 1—Bank share tax due.—Elec- 
tric light and power, express, pipeline, rail- 
road, sleeping car, telegraph and telephone 
company tax due. December 5—Factory 
reports due. December 10—Admissions tax 
reports and payment due. December 15— 
Corporate income tax fourth installment 
due.—Gasoline tax reports and payment 
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from carriers due.—Light wine and beer 
reports from retailers, wholesalers and dis- 
tributors due.—Personal income tax fourth 
installment due.—Sales tax reports and pay- 
ment due.—Timber severance tax reports 
and payment due.—Tobacco reports from 
manufacturers, distributors and wholesalers 
due.—Use tax reports and payment due. 
December 20—Gasoline tax reports and pay- 
ment from distributors, refiners, processors 
and solvent users due. December 25—Gas 
severance tax reports and payment due.— 
Oil and Gas Board maintenance tax due.— 
Oil severance tax reports and payment due. 
December 31—Outdoor advertising space 
reports from owners or lessees due. 





MISSOURI 

December 5—Nonintoxicating beer per- 
mittee reports due. December 10—Oil in- 
spection tax reports and payment due.— 
Petroleum products receiver reports due. 
December 15—Alcoholic beverage — sales 
reports due. December 25—Use fuel tax 
reports and payment due. December 31— 
Ad valorem license tax from merchants due. 
—Ad valorem tax from utilities due (last 
day).—Franchise tax due.—Freight line tax 
due.—Gasoline tax reports and payment 
from distributors due.—Real estate and tan- 
gible personal property tax due (last day). 
—Soft drinks inspection fee reports and 
payment due. 





MONTANA 

December 10—Cigarette tax stamp pay- 
ment due. December 15—Beer tax reports 
and payment from brewers, wholesalers 
and transporters due.—Crude petroleum pro- 
ducer reports due.—Electric company tax 
reports and payment due.—Gasoline reports 
from carriers due.—Gasoline tax reports and 
payment due. 


NEBRASKA 

December 1—Personal property tax first 
installment due—Premiums tax from domestic 
insurance companies, except fire insurance 
companies, due. December 10—Cigarette 
reports from distributors due. December 15 
—Alcoholic beverage reports from manu- 
facturers and wholesale distributors due.— 
Aviation fuel tax reports and payment from 
dealers due —Gasoline reports from carriers 
due.—Gasoline tax reports and payment due. 


NEVADA 
December 3—Property tax quarterly in- 
stallment due. December 10—Liquor reports 
from out-of-state vendors due. December 
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15—Alcoholic beverage reports from manu- 
facturers and importers due.—Cigarette re- 
ports from wholesalers due——Gasoline reports 
from carriers due. December 25—Fuel user 
tax reports and payment due.—Gasoline tax 
reports and payment from dealers due, 


NEW HAMPSHIRE 


December 1—Property tax due. Decem- 
ber 10—Alcoholic beverage reports from 
manufacturers, wholesalers and importers 
due.—Alcoholic beverage tax from whole- 
salers due. December 15—Use fuel tax re- 
ports and payment due. December 31— 
Gasoline reports from carriers due.—Motor 
fuel tax reports and payment due. 


NEW JERSEY 


December 1—Bank share tax semiannual 
installment due.-—Property tax from railroad 
companies due.—Public utility (using streets) 
tax third installment due. December 10— 
Excise tax reports and payment on inter- 
state busses due.—Gross receipts tax reports 
and payment on municipal jitneys due. 
December 15—Alcoholic beverage reports 
from manufacturers, distributors, transporters, 
storers, importers and sellers due. Decem- 
ber 20—Alcoholic beverage reports from 
retail consumption and retail distribution 
licensees due.—Cigarette tax reports and 
payment due. December 25—Gross receipts 
tax reports and payment on municipal busses 
due. December 30—Gasoline reports from 
carriers due.—Gasoline tax reports and pay- 
ment from distributors due. 





NEW MEXICO 


December 1—Property tax semiannual in- 
stallment due. December 15—Occupational 
gross income tax reports and payment due. 
—Severance tax reports and payment due. 
December 17—Express company tax due 
(last day). December 20—Cigarette reports 
from retailers supplying passenger carriers 
due.—Motor carrier tax reports and pay- 
ment due. December 25—Gasoline tax reports 
and payment due.—Use or compensating 
tax reports and payment due. 





NEW YORK 


December 20—Alcoholic beverage tax re- 
ports and payment due. December 25— 
Conduit company tax reports and payment 
due.—Public utility additional tax reports 
and payment due. December 31—Gasoline 
tax reports and payment due. 


e TAXES—The Tax Magazine 
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NORTH CAROLINA 


December 10—Alcoholic beverage reports 
from railroads due.—Gasoline tax reports and 
payment from carriers due.—Unfortified 
wine tax reports and payment from distribu- 
tors and bottlers due. December 15—Cor- 
porate income tax fourth installment due. 
—-Personal income tax fourth installment 
due.—Sales tax reports and payment due.— 
Spirituous liquor tax due.—Use tax reports 
and payment due. December 20—Gasoline 
tax reports and payment from distributors 
due.—Use fuel tax reports and payment due. 


NORTH DAKOTA 


December 10—Cigarette reports from dis- 
tributors due. December 15—Alcoholic bev- 
erage additional tax due——Beer tax reports 
and payment due.—Corporate income tax 
fourth installment due.—Gasoline tax re- 
ports and payment due.—Liquor reports 
from wholesale dealers due.—Personal in- 
come tax fourth installment due. December 
25—Use fuel tax reports and payment due. 
December 31—Income tax from banks and 
trust companies due. 


Rural electric coop- 
erative tax due. 


OHIO 


December 10—Alcoholic beverage reports 


from Classes “A” and “B” permittees due. 
—Cigarette reports from wholesalers due. 
December 15—Cigarette use tax reports and 
payment due.—Gasoline reports from per- 
sons Other than dealers due.—Utility excise 
tax delinquent. December 20—Gasoline re- 
ports from dealers due. December 30— 
Gasoline reports from carriers due. Decem- 
ber 31—Gasoline tax due. 


OKLAHOMA 

December 5—Operator reports of mines 
other than coal due. December 10—Alco- 
holic beverage tax reports and payment due. 
—Cigarette reports from wholesalers, re- 
tailers and vending machine owners due.— 
Gross receipts tax reports and payment from 
airports due. December 15—Bank excise 
income tax fourth installment due.—Cor- 
porate income tax fourth installment due.— 
Gasoline reports from dealers, retailers and 
carriers due.—Mileage tax reports and pay- 
ment from carriers due.—Personal income 
tax fourth installment due.—Sales tax re- 
ports and payment due.—Tobacco reports 
from wholesalers, jobbers and warehouse- 
men due. December 20—Coal mine operator 
reports due.-—Gasoline tax reports and pay- 
ment from distributors and purchasers of 
imported gasoline due.—Motor fuel use tax 
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reports and payment due.—Property tax re- 
ports and payment from rural electric coop- 
eratives due.—Use fuel reports from carriers 
due.—Use fuel tax reports and payment due. 
—Use tax reports and payment due. De- 
cember 31—Oil, gas and mineral gross 
production tax reports and payment due. 


OREGON 

December 20—Alcoholic beverage tax 
reports and payment due.—Motor carrier 
reports due if tax is paid as per Table A 
or B.—Motor vehicle broker and forwarder 
tax due.—Use fuel tax reports and payment 
due. December 25—Gasoline tax reports and 
payment due. December 31—Motor carrier 
tax due if paid as per Table A or B. 


PENNSYLVANIA 

December 10—Malt beverage reports due. 
—Spirituous and vinous liquor reports from 
importers due. December 15—Alcoholic 
beverage tax reports and payment from manu- 
facturers due. December 31—Gasoline tax 
reports and payment due.—Use fuel reports 
from carriers due.—Use fuel tax reports 
and payment due. 


RHODE ISLAND 
December 10—Alcoholic beverage reports 
from manufacturers due.—Cigarette reports 
from distributors and dealers due. December 
20—Sales tax reports and payment due.— 
Use tax reports and payment due. December 
25—Gasoline tax reports and payment due. 


SOUTH CAROLINA 

December 1—Alcoholic beverage whole- 
saler reports of alcoholic beverages received 
due. December 10—Admissions tax reports 
and payment due.—Alcoholic beverage re- 
tailer and wholesaler reports of alcoholic 
beverage sales and additional tax due.— 
Power tax reports and payment due (last 
day).—Soft drinks reports due. December 
15—Corporate income tax fourth installment 
due.—Personal income tax fourth install- 
ment due. December 20—Gasoline tax re- 
ports and payment due.—Sales tax reports 
and payment due. December 25—Fuel oil 
tax reports and payment from dealers and 
users due. December 31—Property tax in- 
stallment duce. 


SOUTH DAKOTA 


December 10—NM[otor carriers in interstate 
commerce tax reports and payment due. 
December 15—Alcoholic beverage sales re- 
ports due.—Gasoline reports from carriers 
and retail airplane fuel vendors due.—Gaso- 
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line tax from dealers due.—Tractor tuel user 
tax reports and payment due.—Use fuel 
reports from carriers due—Use fuel tax 
reports and payment due. December 20— 
Passenger mileage tax due. December 31— 
Gasoline reports from dealers due. 


TENNESSEE 


December 10—Alcoholic beverage reports 
due (last day).—Barrel tax on beer due.— 
Gasoline reports from carriers due.—Petro- 
leum products special privilege tax reports 
and payment due. December 15—Fuel user 
reports due.—Use fuel reports from carriers 
due. December 20—Cottonseed oil mill re- 
ports due.—Gasoline tax reports and pay- 
ment from distributors due.—Oil production 
tax reports and payment due.—Sales tax 
reports and payment due.—Use tax reports 
and payment due. December 25—Motor 
vehicle fuel manufacturer and refiner reports 
of motor fuel imported, manufactured or 
sold in Tennessee due. December 31—Motor 
carrier tax due. 


TEXAS 


December 5—Cigarette reports from solici- 
tors due. December 10—Cigarette reports 
from distributors due. December 15—Beer 
tax reports and payment due. December 20 
—Liquefied gases and liquid fuel tax reports 
and payment from users due.—Motor fuel 
reports from carriers due.—Motor fuel tax 
reports and payment due. December 25— 
Carbon black production tax reports and 
payment due.—Cement distributor tax re- 
ports and payment due.—Gas gathering tax 
due.—Prizes and awards of theater tax re- 
ports and payment due. December 30— 
Natural gas production tax reports and pay- 
ment due.—Oil production tax reports and 
payment due. December 31—Chain store 
tax due. 


UTAH 


December 10—Liquor reports from li- 
censees due.—Use fuel reports from carriers 
due. December 15—Bank excise (income) 
tax last installment due.—Excise (income) 
tax fourth installment due. December 25— 
Gasoline reports from carriers due.—Gaso- 
line tax reports and payment from distribu- 
tors and retailers due.—Use fuel tax reports 
and payment due. 


VERMONT 
December 10—Alcoholic beverage tax re- 
ports and payment due. December 15— 
Bank income (franchise) tax last installment 
due.—Corporation income tax fourth install- 
ment due.—Electric light and power company 
tax reports and payment due.—Personal in- 
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come tax fourth installment due. December 
31—Gasoline tax reports and payment due. 


VIRGINIA 

December 5—Individual income tax due. 
—Property tax due (last day). December 
10—Beer reports from dealers, bottlers and 
manufacturers due. December 20—Gasoline 
reports from carriers due.—Use fuel reports 
from dealers and resellers due. December 
31—Gasoline tax reports and payment due. 
—Use fuel tax reports and payment due. 


WASHINGTON 


December 1—Aircraft registration fee due, 
December 10—Malt product reports from 
brewers and manufacturers due. December 
15—Cigarette drop shipment reports from 
wholesalers due.—Cigarette duplicate invoices 
on shipments out of state from wholesalers 
and retailers due. December 20—Use fuel 
tax reports and payment due. December 
25—Gasoline reports from carriers due— 
Gasoline tax reports and payment due. 


WEST VIRGINIA 


December 10—Alcoholic beverage tax re- 
ports and payment due.—Soft drinks tax 
reports and payment due. December 15— 
Cigarette use tax reports and payment due. 
—Sales tax reports and payment due. De- 
cember 30—Gasoline tax reports and pay- 
ment due. 


WISCONSIN 


December 1—Property tax from street 
railways and air carriers and heat, light, 
power, conservation and regulation and 
pipeline companies due. December 10— 
Alcoholic beverage reports due.—Cigarette 
reports from wholesalers and manufacturers 
due. December 15—Coal dock tax due.— 
Grain elevator tax due—Scrap iron and 
scrap steel dock tax due. December 20— 
Gasoline tax reports and payment due. 
December 30—Gasoline reports from trans- 
porters due. December 31—Vehicles in 
transit registration expires. 


WYOMING 


December 1—Metalliferous miner reports 
due. December 10—Gasoline reports from 
carriers due. December 15—Gasoline re- 
ports from dealers due—Gasoline tax reports 
and payment from wholesalers due.—Motor 
carrier tax reports and payment due.— 
Sales tax reports and payment due.—Use 
tax reports and payment due. December 
20—Cigarette reports due. December 31— 
Gross receipts tax from express companies 
due. 


e TAXES—The Tax Magazine 





